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EXTRACT  FROM  RULES 

Rule  la.  Books  and  other  legal  material  may  be  borrowed  from 
the  San  Francisco  Law  Library  for  use  within  the  City  and  County 
of  San  Francisco,  for  the  periods  of  time  and  on  the  conditions  herein- 
after provided,  by  the  judges  of  all  courts  situated  within  the  City  and 
County,  by  Municipal,  State  and  Federal  officers,  and  any  member  of 
the  State  Bar  in  good  standing  and  practicing  law  in  the  City  and 
County  of  San  Francisco.  Each  book  or  other  item  so  borrowed  shall 
be  returned  within  five  days  or  such  shorter  period  as  the  Librarian 
shall  require  for  books  of  special  character,  including  books  con- 
stantly in  use,  or  of  unusual  value.  The  Librarian  may,  in  his  discre- 
tion, grant  such  renewals  and  extensions  of  time  for  the  return  of 
books  as  he  may  deem  proper  under  the  particular  circumstances  and 
to  the  best  interests  of  the  Library  and  its  patrons.  Books  shall  not 
be  borrowed  or  withdrawn  from  the  Library  by  the  general  public  or 
by  law  students  except  in  unusual  cases  of  extenuating  circumstances 
and  within  the  discretion  of  the  Librarian. 

Rule  2a.  No  book  or  other  item  shall  be  removed  or  withdrawn 
from  the  Library  by  anyone  for  any  purpose  without  first  giving  writ- 
ten receipt  in  such  form  as  shall  be  prescribed  and  furnished  for  the 
purpose,  failure  of  which  shall  be  ground  for  suspension  or  denial  of 
the  privilege  of  the  Library. 

Rule  5a.  No  book  or  other  material  in  the  Library  shaH  have  the 
leaves  folded  down,  or  be  marked,  dog-eared,  or  otherwise  soiled, 
defaced  or  injured,  and  any  person  violating  this  provision  shall  be 
liable  for  a  sum  not  exceeding  treble  the  cost  of  replacement  of  the 
book  or  other  material  so  treated  and  may  be  denied  the  further 
privilege  of  the  Library. 
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take  said  voyage,  and  the  owner  of  said  vessel  had 
[2]  exercised  due  diligence  to  make  said  vessel  in 
all  respects  seaworthy,  as  hereinbefore  set  forth. 

V. 

That  while  said  vessel  w^as  proceeding  on  said  voy- 
age between  the  port  of  San  Francisco,  California, 
and  the  port  of  Havana,  Cuba,  and  after  departing 
from  Pier  45  at  San  Francisco,  California,  and 
while  still  in  San  Francisco  Bay,  a  tire  started  in 
the  boiler  room  of  said  vessel,  thereafter  spreading 
to  the  engine  room  and  the  No.  3  cargo  compart- 
ments, and  notwithstanding  the  efforts  of  the  offi- 
cers and  crew  of  said  vessel  to  extinguish  said  fire, 
the  same  continued  to  burn  until  about  5:00  a.m. 
on  the  morning  of  May  7,  1947.  That  upon  the  fire 
being  extinguished  the  vessel  was  thereafter  towed 
to  Pier  45,  and  thereafter  the  damaged  as  well  as 
the  sound  cargo  was  discharged  and  every  effort 
made  to  preserve  and  protect  the  said  cargo.  That 
during  the  occurrence  of  said  fire,  the  said  vessel 
received  assistance  from  tugs,  fii'e  boats  and  the 
U.  S.  Coast  Guard,  which  assistance^  was  rendered 
in  aid  of  extinguishing  the  fire  and  towing  the  said 
vessel  to  Southampton  Shoals,  San  Francisco  Bay, 
where  she  was  beached.  That  as  a  direct  result  of 
said  fire,  the  said  vessel  became  in  an  inoperable 
condition.  That  at  the  Port  of  San  Francisco,  Cali- 
fornia, as  a  direct  and  necessary  result  of  said  fire, 
it  became  and  is  necessary  to  effect  substantial  re- 
pairs to  said  steamshi])  Frej  in  order  to  place  said 
vessel  in  an  operable  and  seaworthy  condition.  That 
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the  cost  of  effecting  said  repairs  to  said  vessel  will 
be  in  excess  of  f  150,000,  and  the  time  required  to 
effect  said  repairs  will  require  not  less  than  58 
calendar  days.  That  the  voyage  of  said  vessel  ter- 
minated in  San  Francisco,  California,  on  May  8, 
1947. 

That  attached  hereto,  marked  Exhibit  A,  and  in- 
corporated [3]  for  all  intents  and  purposes  as 
though  herein  set  forth  in  haec  verba,  is  set  forth  a 
true  copy  of  the  bill  of  lading  covering  the  receipt, 
loading,  transportation  and  discharge  of  the  cargo 
aboard  the  said  vessel  at  the  time  of  departure  from 
San  Francisco,  California.  That  in  and  by  Article  4 
of  the  bills  of  lading  covering  the  cargo  aboard 
said  vessel,  it  is  provided  in  lydvt: 

"In  any  situation  whatsoever  and  wheresoever  oc- 
curring and  whether  existing  or  anticipated  before 
commencement  of  or  during  the  voyage  which  in  the 
judgment  of  the  carrier  or  the  master  is  likely  to 
give  rise  to  risk  of  .  .  .  detention,  damage,  delay  or 
disadvantage  to  or  loss  of  the  ship  .  .  .  for  any  rea- 
son to  commence  or  proceed  on  or  continue  the  voy- 
age .  .  .  the  carrier  or  the  master,  whether  or  not 
proceeding  toward  or  entering,  or  attempting  to 
enter  the  port  of  discharge  .  .  .  may  discharge 
the  goods  at  a  depot,  lazaretto,  craft  or  other  place 
...  or  the  carrier  or  the  master  may  discharge  or 
forward  the  goods  by  any  means,  rail,  water,  land  or 
air,  at  the  risk  and  expense  of  the  goods.  The  car- 
rier or  the  master  is  not  required  to  give  notice 
of  discharge  of  the  goods  or  the  forwarding  thereof 
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as  lu'iviii  pi'oviclcd.  Wlicii  llic  goods  are  discharged 
from  tlu'  slii])  as  licreiii  provided,  they  sliall  ])o  at 
their  own  risk  and  expense.  Such  discharge  shall 
constitute  coni})k^te  delivery  and  performance  under 
this  contract,  and  the  cai'ricn-  shall  hi'  free  from 
any  further  responsibility.  ..." 

That  acting  under  the  authority  granted  by  the 
bill  of  lading  clause  above  quoted,  the  master  of 
the  SS  Prej  did  on  June  19,  1947,  notify  all  own- 
ers of  cargo  which  had  been  aboard  said  vessel  at 
th(^  time  of  the  commencement  of  said  voyage  that 
the  voyage  had  terminated  and  had  been  aban- 
doned and  that  the  cargo  was  at  the  risk  and  ex- 
pense of  cargo  and  its  owners  at  San  Francisco, 
California. 

VI. 

That  Rice  Growers  Association  of  California, 
a  corporation,  heretofore,  to-wit,  on  the  6th  day 
of  June,  1947,  did  file  a  libel  in  admiralty  in  the 
T3istrict  Court  of  the  United  States,  Northern  Dis- 
trict of  California,  Southern  Division,  against  the 
Steamship  Frej,  her  engines,  boilers,  boats,  tackle, 
apparel  [4]  and  furniture,  etc.,  and  against  the 
Kederiaktiebolaget  Frod(\  a  corporation,  your  pe- 
titioner herein,  as  owtum*  of  said  vessel,  in  w^hich 
cause  said  libelants  assert  that  by  written  as- 
signment they  became  the  owner  of  the  dam- 
aged and  d(\stroyed  cases  and/or  sacks  of  rice, 
more  ])articularly  set  forth  in  said  li))el,  and 
seek  to  recover*  the  sum  of  $4()5,990,  together 
with  interest  thc^reon  and  costs,  the  alleged  damages 
which    said    libelants   claim   to   have   sustained   by 
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reason  of  said  fire.  That  upon  process  issued  by 
said  Court  in  said  cause,  your  petitioner  has  been 
cited  to  appear  in  said  court  and  to  answer  said 
libel.  That  said  cause  is  now  pending  in  said 
Court  and  is  numbered  24958-G  in  admiralty  in 
said  Court.  That  the  name  of  the  proctors  for 
said  libelant  is  George  H.  Hauerken  and  Hau- 
erken,  Ames  and  St.  Clair  and  the  address  of 
said  proctors  is  235  Montgomery  Street,  San  Fran- 
cisco, California. 

That  a  libel  has  been  filed  in  this  Court  by  Jakko 
Olavi  Eriksson  against  the  Steamship  Frej,  etc., 
and  against  Rederiaktiebolaget  Frode,  a  corpo- 
ration, respondents,  to  recover  alleged  damages, 
wages,  etc.,  in  amount  of  $6353.37  said  to  have  re- 
sulted during  said  voyage,  said  cause  being  num- 
bered 24978-R  of  the  docketed  admiralty  causes 
in  this  Court;  that  a  libel  has  been  filed  in  this 
Court  by  Finer  Hamalainen  against  the  Steam- 
ship Frej.,  etc.,  and  against  Rederiaktiebolaget 
Frode,  a  corporation,  resi)ondents,  to  recover  al- 
leged damages,  wages,  etc.,  in  amount  of  $2,483.77 
said  to  have  resulted  during  said  voyage,  said  cause 
being  numbered  24979-H  of  the  docketed  admiralty 
causes  in  this  Court;  that  Joseph  B.  McKeon,  Esq., 
proctor  in  admiralty,  represents  certain  salvage 
claimants  against  said  vessel.  [5] 

VII. 

Your  petitioner  alleges  further  that  there  are 
certain  other  claims  which  may  be  asserted  against 
your  petitioner  or  said  vessel  for  alleged  salvage 
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services  rendered  to  said  vessel  during  and  fol- 
lowing- said  fire  as  well  as  for  alleged  damage  of 
cargo  due  to  said  fire,  the  exact  amount  and  num- 
ber of  said  claims  being  unknown  to  your  peti- 
tioner. 

VIII. 
Petitioner  alleges  upon  information  and  ])elief 
that  there  are  no  liens  upon  said  steamship  Prej 
prior  or  pai-amount  to  any  liens  which  ma\'  have 
accrued  ]\v  reason  of  the  matters  aforesaid,  and 
that  the  amount  of  the  alleged  claim  in  the  action 
which  has  been  filed  against  said  vessel  and  against 
your  petitioner  and  of  the  additional  claims  which 
may  ])e  asserted  against  said  vessel  and  your  peti- 
tioner, as  hereinbefore  set  forth,  is  or  may  be  in 
excess  of  the  sum  of  $450,000.00,  and  exceeds  the 
amount  and  value  of  the  interest  of  yoiu*  petitioner 
in  said  steamship,  together  with  her  freight  pend- 
ing at  the  end  of  said  voyage,  which  terminated 
at  the  port  of  8an  Francisco,  California,  on  or 
about  the  8th  day  of  May,  1947.  That  upon  infor- 
mation and  l)elief  the  value  of  your  petitioner's  in- 
terest in  said  steamshij)  Frej  and  the  value  of  your 
petitioner's  interest  in  the  freight  pending  at  the 
end  of  said  voyage  on  said  8th  day  of  May,  1947, 
did  not  and  does  not  exceed  the  sum  of  $176,500. 

IX. 

That  your  ])etitioner  desires  to  contest  its  lia- 
bility and  the  liability  of  said  steamship  Frej  for 
the  injuries,  losses,  and  damages,  whether  to  per- 
sons or  to  property,  caused,  occasioned  or  incurred 
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upon  said  voyage,  and  iDarticularly  any  loss  and 
damage  incurred  by  the  owners  or  underwriters  of 
the  cargo  aboard  the  [6]  SS  Frej,  or  other  persons 
interested  therein,  and  your  petitioner  hereby  also 
claims  the  benefit  of  limitation  of  liability  as  pro- 
vided in  Sections  182,  1.93,  183b,  183c,  184,  185,  186, 
187,  188  and  189  of  the  United  States  Code  (being 
Sections  4282  to  4289,  inclusive,  of  the  Revised 
Statutes  of  the  United  States,  as  amended),  and 
also  hereby  claims  the  benefit  of  any  and  all  Acts 
of  the  Congress  of  the  United  States  exonerating 
a  shipowner  from  liability  or  granting  a  shipowner 
a  limitation  of  liability  for  injuries,  losses  and 
damages,  as  are  herein  alleged,  set  forth  or  re- 
ferred to,  and  your  petitioner  is  now  ready,  able 
and  willing,  and  hereby  offers  to  give  its  stipula- 
tion or  stipulations,  wdth  sufficient  sureties,  con- 
ditioned for  the  payment  into  this  Court  by  your 
petitioner,  if  required,  of  the  value  of  your  peti- 
tioner's interest  in  said  steamship  Frej,  together 
with  her  freight  pending  at  the  end  of  said  voyage, 
if  any  was  pending ;  such  payment  to  be  made  when- 
ever the  same  shall  be  ordered  herein. 

X. 

While  not  in  any  way  admitting  that  your  peti- 
tioner is  under  any  liability  for  the  losses  and 
damages  occurring  as  aforesaid,  and  your  peti- 
tioner hereby  claiming  and  reserving  the  right  to 
contest  in  this  or  any  other  Court  any  liability 
therefor,  either  personal  or  of  said  steamship  Frej, 
your  petitioner  claims  that  it  is  entitled  to  have 
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limited  its  liability,  if  any,  in  the  premises,  to  the 
amount  or  value  of  its  interest  as  aforesaid  in  the 
said  steamshi])  Frej  and  freight  pending,  if  any, 
at  the  end  of  said  voyage. 

XI. 

That  all  and  singular  the  premises  arc^  true  and 
within  the  admiralty  and  maritime  jurisdiction  of 
the  United  States  and  of  this  Honorable  Court.  [7] 

Wherefore,  your  petitioner  j)rays  that  this  Hon- 
(ua])le  Court  order  due  appraisement  to  be  had  of 
the  interest  of  your  petitioner  in  said  steamshij) 
Frej,  her  engines,  etc.,  as  the  same  were  at  the 
end  of  said  voyage,  and  due  appraisement  of  the 
interest  of  your  ])etitioner  in  the  amount  of  the 
freight  pending,  if  any,  at  the  close  of  said  voy- 
age; that  this  Honorable  Court  do  make  an  order 
for  the  payment  of  said  appraised  value  into  the 
Court  or  for  the  giving  of  a  stipulation  w^ith  sure- 
ties for  the  payment  thereof  into  the  Court  when- 
ever the  same  shall  be  ordered,  with  interest,  and 
n))on  compliance  with  said  order  this  Honorable 
Court  do  issue  a  monition  against  said  Rice  Grow^- 
ei-s  Association  of  California,  a  corporation,  Jakko 
Olavi  Eriksson,  Einar  Hamalainen,  and  all  other 
persons  claiming  damages  of  your  petitioner  or 
against  the  said  steamship  Frej  by  reason  of  in- 
juries to  any  ])ersons,  oi*  of  loss,  damage  or  injury 
to  property  occurring  or  ai'ising  upon  said  voyage 
or  resulting  from  said  tire,  citing  them  and  each 
of  them  to  appear  before  this  Court  and  make  due 
proof  of  their  res])ective  claims  at  or  before  a  time 
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to  be  made  in  said  writ,  according  to  law  and  the 
rules  and  practice  of  this  Court ;  and  that  this  Hon- 
orable Court  also,  by  an  order  or  otherwise,  re- 
strain the  prosecution  of  any  or  all  suit  or  suits, 
action  or  actions,  libel  or  libels,  or  legal  proceed- 
ings of  any  manner  or  description,  except  in  the 
present  proceedings,  against  your  petitioner  or  the 
steamship  Frej,  her  engines,  etc.,  in  respect  of  the 
losses  or  damages  claimed  by  reason  of  said  fire 
and  any  and  all  claims  occurring  or  arising  upon 
said  voyage  of  said  steamship  Frej ;  and  that  said 
steamship  Frej  may  be  released  and  discharged 
from  arrest  in  the  cause  now  pending  as  herein- 
before set  forth,  and  in  any  other  cause  which  may 
hereafter  be  commenced  by  reason  of  any  claim 
arising  out  [8]  or  said  fire  or  during  said  voyage, 
and  that  this  Honorable  Court  decree  that  neither 
your  petitioner  nor  the  said  steamship  Frej  is 
liable  to  any  extent  for  any  loss,  damage  or  injury 
arising  out  of  said  fire  or  during  said  voyage,  but 
if  the  Court  should  adjudge  that  they,  or  either  of 
them,  are  liable  to  any  extent  therefor,  then  that 
such  liability  be  limited  to  the  amount  and  value 
of  your  petitioner's  interest  in  said  steamship  Frej 
and  her  freight  pending,  if  any,  at  the  close  of 
said  voyage  as  aforesaid,  and  as  such  values  may 
be  determined  by  the  appraisement  of  such  inter- 
ests, as  hereinbefore  prayed;  and  that  the  moneys 
paid  or  secured  to  be  paid  into  Court  as  aforesaid 
be  divided  pro  rata  among  the  several  claimants 
in  proportion  to  the  amount  of  their  respective 
claims,  duly  approved  and  confirmed,  saving  to  all 
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parties  any  priority  to  which  they  may  ))e  enti- 
tled legally;  and  that  your  petitioner  may  have 
such  other  and  further  relief  as  shall  be  deemed 
meet  in  the  premises. 

GRAHx\M  &  MORSE, 

Proctors  for  Petitioner. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

Clarence  G.  Morse,  l)eing  tirst  duly  sworn,  de- 
poses and  says: 

That  he  is  of  counsel  for  the  petitioner  herein, 
Rederiaktiebolaget  Frode,  a  corporation;  that  he 
has  read  the  foregoing  Petition  and  knows  the  con- 
tents thereof,  and  that  the  same  is  true,  to  the  best 
of  his  own  knowledge,  except  as  to  those  matters 
therein  stated  to  be  alleged  upon  information  and 
belief,  and  as  to  those  matters  he  believes  it  to  be 
true;  the  sources  of  his  information  and  the  grounds 
for  his  belief  as  to  the  [9]  matters  therein  stated 
to  have  been  alleged  upon  information  and  belief 
are  statements  and  records  contained  in  your  affi- 
ant's office.  The  reason  this  verification  is  not  made 
by  an  officer  of  the  petitioning  corporation  is  that 
none  of  the  officers  of  the  corporation  is  within  the 
county  or  district  within  which  your  affiant  has  his 
offices. 

CLARENCE  G.  MORSE. 
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Subscribed   and   sworn  to   before   me   this   24th 
day  of  July,  947. 

[Seal]  /s/    EMMA  L.  MacHUGH, 

Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

My  Commission  Expires  Jan.  15,  1948. 

(Copy  of  Bill  of  Lading.) 

[Endorsed] :     Filed  July  25,  1947.  [10] 


[Title  of  District  Court  and  Cause.] 

STIPULATION  RE  AMOUNT  OF  AD  IN- 
TERIM STIPULATION  OF  VALUE  PEND- 
ING APPRAISEMENT 

It  Is  Hereby  Stipulated  by  and  between  Rederiak- 
tiebolaget  Frode,  a  corporation,  petitioner  herein. 
Rice  Growers  Association  of  California,  a  corpo- 
ration, Derby  Sharp  Quinby  &  Tweedt,  represent- 
ing certain  cargo  interest,  and  Joseph  B.  McKeon, 
Esq.,  proctor  in  admiralt}^  representing  certain  sal- 
vage claimants  of  the  Swedish  steamship  Frej,  that 
pending  the  appraisement  of  the  value  of  the  in- 
terest of  the  said  petitioner  in  the  steamship  Frej, 
her  engines,  etc.,  at  the  end  of  the  voyage  of  said 
vessel  during  which  said  fire  occurred,  and  the 
value  of  said  petitioner's  interest  in  and  to  the 
pending  freight,  if  any,  for  said  voyage,  upon  the 
petitioner  giving  a  stipulation  with  the  petitioner, 
Rederiaktiebolaget  Frode,  a  corporation,  as  prin- 
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cipal,  and  an  approved  corporate  surety  as  surety 
for  the  payment  of  the  sum  of  $290,250.00  into 
court,  without  interest  on  said  sum  either  ))efore 
or  after  [11]  judgment,  whenever  the  same  shall  be 
ordered,  or  upon  petitioner  depositing  in  this  mat- 
ter the  sum  of  $290,250.00  lawful  money  of  the 
United  States  with  the  Clerk  of  the  above-entitled 
Court,  in  lieu  of  giving  a  stipulation  in  said  amount 
as  above  provided,  such  further  proceedings  may 
be  taken  in  said  limitation  proceedings  according 
to  the  course  and  practice  of  the  above-entitled 
court  and  the  rules  and  laws  governing  the  same, 
as  if  said  stipulation  had  been  tiled  pursuant  to 
a  due  appraisement  of  said  vessel  and  pending 
freight. 

It  Is  Further  Stipulated  that  when  the  appraise- 
ment of  said  vessel  and  freight  pending  shall  be 
completed  and  the  appraised  value  of  said  peti- 
tioner's interest  in  said  vessel  and  freight  at  said 
time  has  been  duly  fixed  by  order  of  the  above- 
entitled  court,  the  said  stipulation  of  $290,250.00, 
or  the  cash  deposit  of  $290,250.00,  shall  thereupon 
be  reduced  or  increased  to  the  amount  of  the  ap- 
praised valuation  of  said  petitioner's  interest  in 
said  vessel  and  freight  with  interest  thereon  at  the 
rate  of  six  per  cent  per  annum,  and  costs  from 
the  date  of  said  stipulation  for  $290,250.00  or  from 
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the   date   of   depositing   said  cash   deposit,   as   the 
case  may  be. 

Dated:    July  30,  1947. 

/s/  GRAHAM  &  MORSE, 
Proctors  for  Rederiaktieholaget  Frode,  Petitioners. 
/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN,  AMES  &  ST. 
CLAIR, 
Proctors  for  Rice  Growers  Association  of  Califor- 
nia, a  Corporation. 

/s/  DERBY,  SHARP,  QUINBY  & 
TWEEDT, 
Proctors  for  Certain  Cargo 
Interests. 
/s/  JOSEPH  B.  McKEON, 
/s/  WRIGHT  &  McKEON, 

Proctors  for  Certain  Salvage 
Claimants. 

[Endorsed] :     Piled  Aug.  1,  1947.  [12] 


[Title  of  District  Court  and  Cause.] 

AD   INTERIM    STIPULATION    FOR   VALUE 
PENDING  APPRAISEMENT 

Whereas  a  Petition  Was  Filed  Herein  on  the 
25th  day  of  July,  1947,  by  Rederiaktieholaget  Erode, 
a  corporation,  owner  of  the  SS  Frej,  her  engines, 
etc.,  praying  for  exoneration  from,  or  limitation 
of  its  liability  for  any  and  all  claims,  injuries, 
losses    or    damages,    occasioned    or   incurred   upon 
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the  voyage  of  said  SS  Frej,  which  voyage  is  stated 
in  said  petition  to  have  ended  at  the  port  of  San 
Francisco,  California,  on  the  8th  day  of  May,  1947, 
particularly  any  and  all  loss  or  damage  arising  out 
of  tlie  fire  aboard  the  SS  Frej  which  occurred  in 
San  Francisco  Bay,  California,  on  or  about  the 
6th  day  of  May,  1947. 

And  Whereas,  an  order  of  appraisement  has  been 
entered  herein ; 

And  Whereas,  a  ''Stipulation  re  Amount  of  Ad 
Interim  Stipulation  of  Value  Pending  Appraise- 
ment^^ has  ])een  filed  herein,  fixing  the  Ad  Interim 
Stipulation  to  be  filed  herein  in  the  amount  of  $290,- 
250.00,  without  interest  on  said  sum  either  before 
or  after  judgment. 

Now  Therefore,  It  Is  Stipulated  and  Agreed,  for 
the  benefit  of  whom  it  may  concern,  that  the  stipu- 
lators undersigned  are,  and  each  of  them  is,  bound 
in  the  sum  of  |290,250.00  in  a  lawful  money  of  the 
United  States  of  America,  without  interest  on  said 
sum  either  [13]  before  or  after  judgment. 

The  condition  of  this  stipulation  is  such  that  if 
the  petitioner  herein  and  Royal  Indemnity  Co.,  a 
corporation  organized  and  existing  under  the  laws 
of  the  State  of  New  York,  and  duly  qualified  under 
and  by  virtue  of  the  laws  of  the  State  of  California 
to  act  as  a  corporate  surety,  the  stipulators  under- 
signed, shall  abide  by  all  orders  of  the  court,  inter- 
locutory or  final,  and  pay  into  Court  the  above  sum 
of  Two  Hundred  Ninety  Thousand  Two  Hundred 
Fifty  Dollars  ($290,250.00),  without  interest  on 
said  sum  either  before  or  after  judgment,  when- 
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ever  ordered  by  this  Court  or  by  any  appellate 
court,  if  an  appeal  intervene,  then  this  stipulation 
to  be  void;  otherwise  to  remain  in  full  force  and 
virtue. 

This  stipulation  shall  be  deemed  and  construed 
to  contain  the  ^^ express  agreement''  for  summary 
judgment,  and  execution  thereon,  mentioned  in  Rule 
19  of  the  District  Court. 

Dated :     San  Francisco,  California,  July  25,  1947. 

REDERIAKTIEBOLAGET 
FRODE, 

A  Corporation. 
By  J.  H.  WINCHESTER  &  CO., 

INC., 
By  L.  J.  CLOUD, 

Mgr.  Chartering  &  Ship  Sales. 
[Seal]  ROYAL  INDEMNITY 

COMPANY, 
By  JAMES  D.  SIMPSON, 
Attorney  in  Fact. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

On  this  1st  day  of  August  in  the  year  1947  before 
me,  Eugene  P.  Jones,  a  Notary  Public  in  and  for 
the  County  and  State  aforesaid,  personally  appeared 
James  D.  Simpson,  known  to  me  to  be  the  person 
whose  name  is  subscribed  to  the  within  instrument 
and  known  to  me  to  be  the  Attorney  in  Fact  of 
Royal  Indemnity  Company  and  acknowledged  to 
me  that  he  subscribed  the  name  of  the  said  Com- 
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pany  thereto   as  principal,   and  his   own  name   as 
Attorney  in  Fact.  [14] 

[Seal]  EUGENE  R  JONES, 

Notary  Public  in  and  for  Said 
County  and  State. 
My  Commission  Expires  December  28,  1947. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

On  this  1st  day  of  August  in  the  year  One  Thou- 
sand Nine  Hundred  and  Forty  Seven,  before  me, 
Emma  L.  MacHugh,  a  Notary  Public,  in  and  for 
the  City  and  County  of  San  Francisco,  State  of 
California,  residing  therein  duly  commissioned  and 
sworn  personally  appeared  L.  H.  Cloud,  known  to 
me  to  be  the  Manager,  Chartering  &  Ship  Sales 
of  the  corporation  described  in  and  that  executed 
the  within  instrument  and  also  known  to  me  to  be 
the  person  who  executed  the  within  instrument  on 
behalf  of  the  corporation  therein  named  and  ac- 
knowledged to  me  that  such  corporation  executed 
the  same. 

In  Witness  Whereof,  T  have  hereunto  set  my 
hand  and  affixed  my  official  seal,  at  my  office  in  the 
City  and  County  of  San  Francisco,  the  day  and 
year  in  this  certificate  first  above  written. 

[Seal]  EMMA  L.  MacHUOH, 

Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

(Power  of  Attorney.) 

[Endorsed]:     Filed  Aug.  1,  1947.   [15] 
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[Title  of  District  Court  and  Cause.] 

ORDER  FOR  AD  INTERIM  STIPULATION 

Rederiaktiebolaget  Erode,  a  corporation,  having 
filed  a  petition  for  the  limitation  of  petitioner's  lia- 
bility as  sole  owner  of  the  steamship  Prej  and 
having  prayed  for  an  appraisal  of  the  value  of  pe- 
titioner's interest  in  the  vessel  and  her  pending 
freight,  if  any,  and  for  leave  to  file  a  stipulation 
for  the  amount  of  its  appraised  value  or  an  ad  in- 
terim stipulation  pending  the  appraisal  of  peti- 
tioner's interest  in  said  vessel  and  her  pending 
freight,  if  any,  by  a  Commissioner  to  be  appointed 
by  the  Court,  and  a  ''Stipulation  Re  Amount  of 
Ad  Interim  Stipulation  of  Value  Pending  Ap- 
praisement" having  been  filed  herein  providing  for 
an  Ad  Interim  Stipulation  in  the  sum  of  $290,250.00 
without  interest  on  said  sum  before  or  after  judg- 
ment. 

Now,  on  motion  of  Graham  &  Morse,  proctors 
for  petitioners,  it  is  [16] 

Ordered,  pursuant  to  said  ''Stipulation  re 
Amount  of  Ad  Interim  Stipulation  of  Value  Pend- 
ing Appraisement,"  that  the  petitioner  file  herein 
an  ad  interim  stipulation  in  the  sum  of  $290,250.00, 
without  interest  thereon  before  or  after  judgment, 
with  surety  according  to  the  rules  and  practice  of 
this  Court;  and  it  is  further 

Ordered  that  any  party  may  apply  to  have  the 
amount  in  said  stipulation  increased  or  diminished 
as  the  case  may  be,  to  the  amount  of  the  appraised 
valuation  of  said  petitioner's  interest  in  said  ves- 
sel and  freight,  mth  interest  thereon  at  the  rate  of 
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six  per  cent  per  annum  and  costs  from  the  date 
of  said  stipulation  for  $290,250.00  first  above  men- 
tioned, on  the  filing-  of  the  report  of  the  Commis- 
sioner appointed  to  appraise  the  amount  or  value 
of  petitioner's  interest  in  said  vessel  and  pending 
freight,  if  any,  or  on  the  ultimate  determination  of 
the  Court  on  exceptions  to  the  Commissioner's  re- 
port. 

Dated:    August  4,  1947. 

LOUIS  E.  GOODMAN, 

United  States  District  Judge. 
Approved  as  to  Form: 


Proctors  for  Rice  Growers 
Association. 

Proctors  for  Certain  Cargo 
Interests. 


Proctors  for  Certain 
Salvage  Claimants. 

[Endorsed] :     Filed  Aug.  4,  1947.  [17] 


[Title  of  District  Court  and  Cause.] 

ORDER  OF  REFERENCE  FOR 
APPRAISEMENT 
Present:  Honorable  Louis  E.  Goodman. 
It  appearing  to  this  Court  that  a  petition  for 
limitation  of  liability  has  heretofore  been  filed  herein 
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by  the  above  named  petitioner,  and  application  hav- 
ing been  made  for  an  order  appointing  an  appraiser 
to  appraise  the  value  of  said  petitioner's  interest 
in  the  SS  Frej,  her  engines,  boilers,  boats,  tackle, 
apparel,  furniture  and  appurtenances,  immediately 
after  the  fire  mentioned  and  said  petitioner's  in- 
terest in  the  freight  of  said  steamship  pending, 
if  any,  at  the  close  of  the  voyage  mentioned  in  said 
petition  for  limitation  of  liability,  and  good  cause 
appearing  therefor,  upon  motion  of  Graham  & 
Morse,  proctors  for  petitioner,  it  is  hereby 

Ordered  that  in  pursuance  of  the  Acts  of  Con- 
gress in  such  case  made  and  provided,  and  of  the 
rules  and  practice  of  this  Court  [18]  in  proceed- 
ings for  the  limitation  of  liability,  the  above  mat- 
ter be,  and  the  same  is,  hereby  referred  to  Fran- 
cis St.  J.  Fox,  United  States  Commissioner  for 
the  Northern  District  of  California,  to  make  due 
appraisement  of  the  value  of  the  petitioner's  inter- 
est in  said  steamship  Frej,  her  engines,  boilers, 
tackle,  etc.,  immediately  after  said  fire,  and  her 
pending  freight,  if  any,  (1)  at  the  end  of  the  voy- 
age stated  in  said  petition,  to  wit,  on  the  8th  day 
of  May,  1947 ;  (2)  as  of  the  date  of  this  order ;  and 
(3)  as  of  the  date  of  the  arrival  of  the  steamship 
Frej  at  discharging  dock  in  Havana,  Cuba;  and 
that  he  report  the  same  with  the  testimony  to  be 
taken  by  him,  and  his  opinion  thereon  to  this  Court 
with  all  convenient  speed;  and  that  notice  of  the 
proceedings  before  the  said  Commissioner  be  given 
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to  the  persons  who  have  presented  claims  or  brought 
suits,  or  to  their  proctors  or  attorneys. 

Dated:    August  4th,  1947. 

LOUIS  E.  GOODMAN, 

United  States  District  Judge. 
GRAHAM  &  MORSE, 

Proctors  for  Petitioner. 

Approved  as  to  Form. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN,  AMES  &  ST. 
CLAIR, 
Proctors  for  Rice  Growers 
Association  of  California. 
/s/  DERBY  SHARP,  QUINBY  & 
TWEEDT, 
Proctors  for  Certain  Cargo 
Interests. 
/s/  JOSEPH  B.  McKEON, 
/s/  WRIGHT  &  McKEON, 
Proctors  for  Certain 
Salvage  Claimants. 

[Endorsed]:     Filed  Aug.  4,  1947.  [19] 


[Title  of  District  Court  and  Cause.] 

AMENDED  ORDER  FOR  MONITION,  FIXING 
TIME  AND  PLACE  FOR  FILING  CLAIMS 
AND  RESTRAINING  ACTIONS 
This  matter  having  come  on  for  liearing  upon 

the  application  of  Rederiaktiebolaget  Erode,  a  cor- 
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poration,  the  above  named,  petitioner,  for  an  order 
for  monition,  fixing  time  and  place  for  filing  claims 
and  restraining  actions  in  the  above  entitled  matter 
and  it  appearing  that  said  petitioner  did  heretofore, 
to  wit,  on  the  25th  day  of  July,  1947,  file  herein  a 
petition,  as  owner  of  the  SS  Frej,  her  engines,  etc., 
praying  for  exoneration  from  or  limitation  of  its 
damages,  occasioned  or  incurred  upon  a  voyage  of 
said  steamship  Frej,  which  it  is  alleged  in  said 
petition  ended  at  the  Port  of  San  Francisco,  Cali- 
fornia, on  the  8th  day  of  May.  1947,  and  particu- 
larly any  and  all  loss  or  damage  arising  out  of  the 
fire  a1)oard  said  SS  Frej,  which  occurred  in  San 
Francisco  on  or  about  the  6th  day  of  May,  1947. 

And  it  further  appearing  that  a  libel  has  been 
filed  in  this  Court  by  Rice  Growers  Association 
of  California,  a  corporation,  against  the  SS  Frej, 
her  engines,  boilers,  boats,  tackle,  apparel,  furni- 
ture, etc.,  and  against  Rederiaktiebolaget  Frode,  a 
corporation,  respondents,  to  recover  alleged  dam- 
ages in  the  sum  of  $365,990.00  said  to  have  re- 
sulted from  said  fire,  and  an  amended  libel  to  re- 
cover additional  [20]  alleged  damages  in  the  sum 
of  $100,000.00,  said  cause  being  No.  24958-G  of  the 
docketed  admiralty  causes  in  this  Court; 

And  it  further  appearing  that  a  libel  has  been 
filed  in  this  Court  by  Jakko  Olavi  Eriksson  against 
the  Steamship  Frej,  her  engines,  boilers,  etc.,  and 
against  Rederiaktiebolaget  Frode,  a  corporation, 
respondents,  to  recover  alleged  damages,  wages, 
etc.,  in  the  amount  of  $6353.37,  said  to  have  resulted 
during    said   voyage,    said    cause   being    numbered 
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24978-R  of  tlie  docketed  admiralty  causes  in  this 
Court ; 

And  it  further  appearing  that  a  libel  has  been 
filed  in  this  Court  by  Einar  Hamalainen  against 
the  Steamshi])  Frej,  her  engines,  boilers,  etc.,  and 
against  Rederiaktiebolaget  Frode,  a  corporation, 
respondents,  to  recover  alleged  damages,  wages,  etc., 
in  amount  of  $2483.77,  said  to  have  resulted  during 
said  voyage,  said  cause  being  numbered  24979-H 
of  the  docketed  admiralty  causes  in  this  Court; 

And  it  further  appearing  that  Joseph  B.  Mc- 
Keon,  Esq.,  proctor  in  admiralty,  represents  cer- 
tain salvage  claimants  against  said  vessel; 

And  an  order  having  l)een  entered  herein  for  an 
ad  interim  stipulation  and  for  the  appraisement 
of  the  value  of  said  petitioner's  interest  in  the 
steamship  Prej,  her  engines,  boilers,  boats,  tackle, 
apparel,  furniture  and  appurtenances  at  the  end 
of  the  voyage  mentioned  in  said  petition  for  limita- 
tion of  liability  and  also  the  value  of  said  peti- 
tioner's interest  in  the  freight,  if  any,  of  said  steam- 
ship pending  for  said  voyage; 

And  it  further  appearing  that  said  Petitioner 
has  filed  with  the  Clerk  of  this  Court  an  ad  interim 
stij)ulation  in  the  sum  of  $290,250  with  Royal  In- 
demnity Company  as  surety,  which  stipulation  is 
filed  pursuant  to  ''stipulation  re  amount  of  ad  in- 
terim stipulation  of  value  pending  appraisement" 
on  file  herein  and  said  stipulation  been  duly  ap- 
proved by  this  Court; 

Now,  Therefore,  on  motion  of  Messrs.  Graham  & 
Morse,  proctors  for  said  petitioner.  It  Is  Hereby 
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Ordered  that  a  monition  issue  out  of  and  under  the 
seal  of  this  Court  against  all  persons  claiming 
for  any  and  all  loss^  destruction,  damage  or  in- 
jury, whether  to  persons  or  property,  caused  by  or 
resulting  from  the  fire  aboard  the  SS  Frej  [21] 
which  occurred  in  San  Francisco  Bay  on  or  about 
the  6th  day  of  May,  1947,  and  all  persons  claiming 
damages  for  any  loss,  destruction,  damage  or  in- 
jury, whether  to  persons  or  property,  arising  out 
of  or  incurred  on  the  voyage  of  said  SS  Frej 
during  which  said  fire  occurred,  which  said  voy- 
age is  alleged  in  said  petition  to  have  commenced 
at  San  Francisco,  California,  on  or  about  the  6th 
day  of  May,  1947,  and  to  have  ended  at  the  Port 
of  San  Francisco  on  the  8th  day  of  May,  1947, 
citing  them,  and  each  of  them,  to  appear  before  the 
Court  and  make  due  proof  of  their  respective 
claims  on  or  before  the  6th  day  of  October,  1947, 
at  ten  o'clock  a.m.  of  that  day,  and  Francis  St.  J. 
Fox,  United  States  Commissioner  for  the  Northern 
District  of  California,  is  hereby  appointed  Com- 
missioner before  whom  proof  of  all  claims,  w^hich 
shall  be  presented  pursuant  to  said  monition,  shall 
be  made,  subject  to  the  right  of  any  person  or  per- 
sons to  controvert  the  same; 

And  It  Is  Further  Ordered  that  public  notice  of 
said  monition  be  given  by  publication  in  the  Re- 
corder, a  newspaper  published  in  the  City  and 
County  of  San  Francisco,  State  of  California,  in 
the  manner  and  for  the  time  provided  by  law  and 
by  the  rules  of  this  Court,  and  that  a  copy  of  said 
notice  be  served  upon  all  parties  or  their  proctors, 
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Avlio  hav(^  filed  libels,  commenced  actions,  or  made 
claims  against  said  SS  Frej,  or  against  said  peti- 
tioner, by  reason  of  any  loss,  destruction,  damage, 
or  injury,   alleged   to   have   bec^n   incurred   or  sus- 
tained as  a  result  of  said  fire  or  upon  said  voyage; 
And  It  Is  Further  Ordered  that  the  further  prose- 
cution of  the  aforesaid  libel  (first  and  third  cause 
of  action  thereof  onl})  by  Rice  Growers  ^Association 
of  California,  libelant,  against  the  SS  Frej,  her  en- 
gines, boilers,  boats,  tackle,  furniture,  apparel,  etc., 
and  against  the  Rederiaktiebolaget  Frode,   a  cor- 
poration,   respondents,    numbered    24958-C    in    ad- 
miralty, and  commencement  or  prosecution  of  any 
and  all  othc^r  suit  or  suits,  action  or  actions,  libel 
or  libels,   or  legal  ])roceedings  of  any   manner  or 
description,    except    in    the    present    proceedings 
against  Rederiaktiebolaget  Frode,  petitioner  herein, 
or  against  the  SS  Frej,  her  engines,  boilers,  boats, 
tackle,  apparel,  furniture^  and  appurtenances  in  re- 
spect of  any  claim  for  loss,  destruction,  [22]  dam- 
age or  injury,  by  reason  of  said  fire  on  or  about 
said  6th  day  of  May,  1947,  aboard  the  SS  Frej,  or 
any   claim   occurring  u])on   or  arising  out  of  said 
voyage   of   said   SS    Frej    during   which   said   fire 
occur nui,  which  voyage  is  alleged  in  said  petition 
to  have  comiru^nced  at   San   Francisco,  California, 
on  or  about  tlu^  6th  day  of  May,  1947,  and  to  have 
(>nded  at  the  Port  of  Saii  Francisco  on  the  8th  day 
of  May,  1947,  be,  and  the  same  are,  and  each  of 
them  is,  hereby  restrained; 

And  It  Ts  Further  Ordered  that  the  service  of 
this  order  as  a  restraining  oi-der  be  made  within 
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this,  the  Northern  District  of  California,  in  the 
usual  manner,  and  in  any  other  District  of  the 
United  States  by  delivery  by  the  Marshal  of  the 
United  States  for  such  district  of  a  certified  copy 
of  this  order  to  the  person,  or  persons,  to  be  re- 
strained, or  to  their  attorneys  or  proctors  acting 
in  their  behalf. 

This  order  does  not  restrain  the  further  prose- 
cution of  any  one  or  all  of  the  following  matters: 
(1)  the  libel  of  Jakko  Olavi  Ericksson  against 
the  steamship  Frej,  her  engines,  etc.,  being  num- 
bered 24978-R  of  the  docketed  admiralty  causes 
in  this  Court;  (2)  the  libel  of  Einar  Hamalainen 
against  the  steamshij)  Erej,  her  engines,  etc.,  be- 
ing numbered  24979-H  of  the  docketed  admiralty 
causes  in  this  Court;  and  (3)  the  second  cause  of 
action  as  set  forth  in  the  libel,  as  amended,  of 
Rice  Growers  Association  of  California,  a  corpo- 
ration, against  the  steamship  Frej,  her  engines, 
etc.,  being  numbered  24958-G  of  the  docketed  ad- 
miralty causes  in  this  Court;  reserving,  however, 
unto  all  parties  the  right  at  any  time  to  apply  to 
this  Court  for  an  order  restraining  the  further 
prosecution  of  any  one  or  all  of  the  said  three 
causes  in  this  paragraph  just  mentioned. 

Dated:     August  20th,  1947. 

LOUIS  E.  GOODMAN, 

United  States  District  Judge. 

[Endorsed]  :     Filed  Aug.  20,  1947.  [23] 
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ANSWER  OF  RICE  GROWERS  ASSOCIATION 
OF  CALIFORNIA  TO  PETITION  FOR  LIM- 
ITATION OF  LIABILITY 

Comes  now  claimant  Rice  Growers  Association 
of  California,  a  corporation,  and  files  this,  its  an- 
swer to  the  Petition  of  Rederiaktiebolaget  Erode,  a 
corporation,  for  Exoneration  from  or  Limitation  of 
Liability,  and  answers,  admits,  denies  and  alleges 
as  follows: 

I. 

Answering  Article  I  of  said  Petition,  claimant 
admits  the  allegations  therein  contained. 

11. 

Answering  Article  II  of  said  Petition,  claimant 
admits  that  the  said  Steamship  ^^Frej''  is  a  Swe- 
dish vessel  and  admits  that  said  steamship  was 
at  all  times  herein  referred  to  used  and  employed 
by  Petitioner  in  the  lousiness  of  transporting  cargo 
between  the  Port  of  San  Francisco  and  the  Port 
of  Havana,  Cuba,  but  except  as  herein  expressly  ad- 
mitted, claimant,  having  no  information  or  [24] 
belief  on  the  subject  sufficient  to  enable  it  to  an- 
swer, denies  each  and  every,  all  and  singular,  the 
allegations  contained  in  Article  11. 

III. 

Answering  Article  III  of  said  petition,  claimant 
denies  generally  and  specifically,  each  and  every, 
all  and  singular,  the  allegation  therein  contained. 
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IV. 

Answering  Article  IV  of  said  petition,  claim- 
ant admits  that  on  May  6th,  1947,  the  Steamship 
'^Frej''  sailed  from  the  Port  of  San  Francisco, 
California,  bound  on  a  voyage  to  the  Port  of  Ha- 
vana, Cuba,  but  except  as  herein  expressly  admit- 
ted, claimant  denies  generally  and  specifically,  each 
and  every,  all  and  singular,  the  allegations  therein 
contained. 

V. 

Answering  Article  V  of  said  petition,  claimant  ad- 
mits that  while  said  vessel  w^as  proceeding  on  a 
voyage  between  the  Port  of  San  Francisco  and 
the  Port  of  Havana,  Cuba,  and  while  still  in  San 
Francisco  Bay,  a  fire  started  in  the  boiler  room  of 
said  vessel,  thereafter  spreading  to  the  engine  room 
and  the  No.  3  cargo  compartments  and  that  said 
fire  continued  to  burn  until  about  5:00  a.m.  on  the 
morning  of  May  7,  1947;  further,  that  upon  the 
fire  being  extinguished,  the  vessel  was  thereafter 
towed  to  Pier  45,  and  thereafter  the  cargo  was 
discharged;  further,  that  during  the  occurrence  of 
said  fire,  the  said  vessel  received  assistance  from 
tugs,  fireboats  and  the  U.  S.  Coast  Guard;  but 
except  as  herein  expressly  admitted,  denies  gen- 
erally and  specifically,  each  and  every,  all  and  sin- 
gular, the  allegations  therein  contained. 

VI. 

Answering  Article  VI  of  said  petition,  claimant 
admits  that  it  did  on  the  6th  day  of  June,  1947,  file 
a  libel  in  Admiralty  [25]  in  the  District  Court  of 
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the  United  States,  Northern  District  of  Califor- 
]na,  Southern  Division,  against  the  Steamship 
'*Frej/'  her  engines,  boilers,  boats,  tackle,  ap- 
parel and  furniture,  etc.,  and  against  the  Rederiak- 
tiebolaget  Frode,  a  corporation,  as  owner  and  op- 
erator of  said  vessel,  in  which  cause  claimant  as- 
serted that  })y  written  assignment  and/or  hy  writ- 
ten authority,  claimant  became  authorized  to  file 
said  li})el;  furthc^r,  j)ursuant  thereto  and  pursuant 
to  the  amendment  to  li})el,  claimant  sought  the 
total  sum  of  Foui*  Hundred  Sixty-five  Thousand 
Nine  Hundred  Ninety  ($465,990.00)  Dollars;  fur- 
ther, that  pursuant  to  dismissal  without  prejudice 
of  th(*  second  cause  of  action  contained  in  the 
amendnu^nt  to  said  libel,  the  demand  was  reduced 
to  Three  Hundred  Seventy  Thousand  Nine  Hun- 
dred Ninety  ($370,990.00)  Dollars,  together  with 
interest  thereon  and  costs,  and  the  damages  al- 
leged in  said  libel  and  said  amendment  to  said  libel 
to  be  sustained  by  reason  of  said  fire ;  further,  that 
upon  process  issued  by  said  court  in  said  cause, 
petitioner  was  cited  to  ap})ear  in  said  court  and 
to  answer  said  libel;  further,  that  said  cause  is  now 
y)ending  in  said  court  and  is  No.  24958-G,  in  Ad- 
miralty, in  said  court:  further,  that  the  names  of 
the  proctors  for  claimant  in  said  libel  are  George 
H.  Hauerken  and  Hauerken,  Ames  &  St.  Clair, 
and  the  address  of  said  proctors  is  235  Montgomery 
Street,  San  Francisco  4,  California. 

Further  answering  Article  VT  of  said  petition, 
claimant  admits  that  a  libel  has  bc^en  filed  in  this 
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court  by  Jakko  Olavi  Eriksson  against  the  Steam- 
ship '^Frej/'  etc.,  and  against  Rederiaktiebolaget 
Frode,  a  corporation,  to  recover  damages,  wages, 
etc.,  in  the  amount  of  Six  Thousand  Three  Hun- 
dred Fifty-three  and  37/100  ($6,353.37)  Dollars, 
said  to  have  resulted  during  said  voyage,  said  cause 
being  No.  24978-R  of  the  docketed  Admiralty  causes 
in  this  court;  further,  that  a  libel  has  been  filed  in 
this  court  b}^  Einar  Hamalainen  against  the  Steam- 
ship ^^Frej,''  etc.,  and  against  Rederiaktiebolaget 
Frode,  a  corporation,  to  recover  [26]  damages,  etc., 
in  the  amount  of  Two  Thousand  Four  Hundred 
Eighty-three  and  77/100  ($2,483.77)  Dollars,  said 
to  have  resulted  during  said  voyage,  said  cause 
being  No.  24979-H  of  the  docketed  Admiralty  causes 
in  this  court;  further,  that  The  Shipowners  and 
Merchants  Tugboat  Company,  a  corporation,  and 
Shipowners  &  Merchants  Tow-boat  Co.,  Ltd.,  a 
corporation,  have  asserted  a  claim  by  the  filing 
of  a  libel  in  this  court  under  No.  25088-R  in  Ad- 
miralty and  that  Joseph  B.  McKeon,  Esq.,  and 
Wright  &  McKeon  are  the  proctors  for  said  sal- 
vage claimants;  but,  except  as  herein  expressly 
admitted,  claimant  denies  generally  and  specifi- 
cally, each  and  every,  all  and  singular  the  allega- 
tions therein  contained. 

VII. 

xVnswering  Article  VII  of  said  petition,  claimant 
admits  the  allegations  therein  contained. 

VIII. 

Answering  Article  VIII  of  said  petition  and  the 
wording  beginning  with  the  word  ''petitioner"  on 
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l)ag(*  (),  liiH^  9,  and  (hiding  with  $450,000' '  on  page 
6,  line  1(),  claimant  has  no  information  or  belief  as 
to  the  matters  therein  alleged  and  ])asing  its  d(4ual 
on  sucli  lack  of  information  and  belief,  denies  gen- 
erally and  specifically,  each  and  every,  all  and 
singnlar,  the  allegations  therein  contained. 

Fnrther  answering  Article  VIII  of  said  petition 
and  particularly  the  wording  beginning  with  the 
word  ''and"  on  page  6,  line  16,  and  ending  with 
*' $176,500"  on  page  6,  line  24,  claimant  denies  gen- 
erally and  specifically,  each  and  every,  all  and 
singnlai',  thc^  allegations  therein  contained. 

IX. 

Answering  Article  IX  of  said  petition,  claimant 
denies  that  petitioner  is  entitled  to  the  benefit  of 
limitation  of  liability  as  contended  for  and  alleged 
in  said  Article  IX  and  further  denies  that  petitionei* 
is  entitled  to  the  benefit  of  any  [27]  act  of  the  Con- 
gress of  the  United  States  exonerating  a  ship 
owner  fi'om  liability  or  granting  a  ship  owner  lim- 
itation of  liability  as  alleged  in  Article  IX,  or 
otlierwise,  and  further  denies  generally  and  specific- 
ally, each  and  every,  all  and  singular,  the  allegations 
in  said  Article*  IX  contained. 

X. 

Answering  Article  X  of  said  petition,  claimant 
dcMiies  generall}'  and  specifically,  each  and  every, 
all  and  singular,  the  allegations  therein  containcxl. 

XI. 

Answering  Article  XI  of  said  petition,  damage* 
claimant  admits  the  allegations  therein  contained. 
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XII. 

Further  answering  said  petition,  claimant  al- 
leges that  the  true  facts  are  as  follows: 

(a)  At  all  times  herein  mentioned,  claimant  was 
and  now  is  a  corporation  organized  and  existing 
under  and  by  virtue  of  the  laws  of  the  State  of 
California. 

(b)  At  all  times  herein  mentioned,  petitioner 
was  and  now  is  the  owner  and  operator  of  the 
Steamship  ^'Frej''  which  was  and  now  is  a  general 
ship  engaged  in  the  common  carriage  of  merchan- 
dise for  hire  between,  amongst  others,  the  Port 
of  San  Francisco,  California,  and  the  Port  of 
Havana,  Cuba. 

(c)  On  or  about  April  29,  1947,  claimant 
delivered  to  the  said  Steamship  '^Frej''  and  to  peti- 
tioner, at  the  Port  of  San  Francisco,  certain  ship- 
ments of  rice  in  good  order  and  condition,  to  be 
carried  from  said  Port  of  San  Francisco  to  the 
Port  of  Havana,  Cuba,  there  to  be  delivered  in 
like  good  order  and  condition  as  when  shipped, 
to  the  order  of  claimant,  arrival  notice  to  be 
addressed  to  various  consignees  as  hereinafter  set 
forth,  and  that  said  shipments  were  made  in  con- 
sideration of  an  agreed  freight  in  the  total  sum 
of  One  Hundred  One  Thousand  Nine  Hundred  Sev- 
enty-seven [28]  and  03/100  ($101,977.03)  Dollars,  as 
hereinafter  set  forth,  and  in  accordance  with  the 
terms  of  eighteen  (18)  bills  of  lading,  as  herein- 
after set  forth,  then  and  there  signed  and  delivered 
to  claimant  by  the  duly  authorized  agent  and/or 
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The  bills  of  lading-  num})ers,  the  notify  addressees, 
flic  desci'iption  of  eacli  shipment  and  the  freijGjht 
|)aid  on   each   shipment,  are  as  follows: 

B/L  No.       Notify  Addressee  Shipment         Freight 

1  Hijos  De  Pio  Ferra,  S.A 6,000  cases) 

7,000  sacks)  ^^"'^^^-^^ 

2  Hijos  De  Pio  Ferra,  S.A 8,000  cases  4,151.90 

3  Hijos  De  Pio  Ferra.  S.A 14,000  sacks  14,211.79 

4  Messrs.  Aguilera,  Marganon  y  Cia....  10,000  sacks  10,151.56 

5  Messrs.  Aguilera,  Marganon  y  Cia...  1,000  sacks  1,016.06 

6  Messrs.  Aguilera.  Marganon  y  Cia...  10,000  sacks  10,151.56 

7  Messrs.  Aguilera,  Marganon  y  Cia....  10,000  sacks  10,151.56 

8  Pinan  Arexer  y  Cia.  S-en-C 1,000  sacks  1,016.06 

9  Pinan  Arxer  y  Cia,  S-en-C 2,000  cases  1,038.73 

10  J.  Perez,  S.  A 3,000  cases  1,557.59 

11  J.  Perez,  S.  A 3,000  sacks  3,046.17 

12  F.  Bonet-y-Cia,  S-en-C  1,000  sacks  1,016.06 

13  F.  Bonet-y-Cia,  S-en-C  1,000  sacks  1,016.06 

11  Carvajal-y-Cia,  S-en-C  8,000  cases  4,151.90 

15  Carvajal-y-Cia.    S-en-C    7.000  cases) 

5.500  sacks) 

16  Carvajal-y-Cia,  S-en-C  13,500  sacks  13,704.26 

17  Pelaez,  Pirez.  y  Cia  6,000  cases  3,114.18 

18  Pelaez.  Pirez,  y  Cia  3,000  sacks  3,046.17 

'J'her(^after,  said  Steamship  ^^Prej''  having  on 
hoard  said  merchandise,  sailed  from  the  Port  of 
San    Franeiseo,   en   route  to  the  Port  of  Havana, 

(^nl)a. 

(d)  Whil(^  still  in  San  Francisco  Bay,  and  on 
May  (),  H)47,  [29]  a  firc^  started  in  the  boiler-room 
of  said  vessel  thereafter  spreading  to  the  engine- 
room  and  the  No.  3  comj)artment.  That  the  rice 
loaded  in  the  No.  2  and  No.  \\  compartments  was 
badly    damaged    and/or   destroyed    by   fire,    smoke 
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and  water  used  to  extinguish  the  fire.  Thereafter, 
the  entire  cargo  was  discharged  at  San  Francisco. 
Thereafter  the  cargo  previously  loaded  in  the  Nos. 
1,  4  and  5  compartments  was  reloaded  in  said  ves- 
sel, having  suffered  some  handling  damage,  and 
said  vessel  and  the  rice  loaded  in  IsTos.  1,  4  and  5 
compartments  are  now^  proceeding  to  Havana,  Cuba, 
to  complete  the  voyage  contracted  for  in  said  bills 
of  lading.  Some  of  the  damaged  rice  discharged 
from  No.  2  and  3  compartments  was  reconditioned, 
as  much  as  reconditioning  could  be  effected,  and 
then  sold,  and  some  of  said  rice  w^as  sold  in  its 
condition  as  discharged  from  said  vessel.  That 
reconditioning  charges,  surveyors'  fees,  transpor- 
tation and  other  expenses  were  incurred  by  claim- 
ant to  minimize  and  fix  the  loss  and/or  damage 
aforesaid. 

(e)  A  salvage  claim  of  Fifty  Thousand  ($50,000) 
Dollars  has  been  made  by  The  Shipowners  and 
Merchants  Tugboat  Company,  a  corporation,  and 
Shipowners  and  Merchants  Towboat  Co.,  Ltd.,  a 
corporation,  and  a  libel  has  been  filed  in  this  court 
pursuant  thereto  under  Proceeding  No.  25008-R, 
in  Admiralty,  seeking  recovery  of  the  sum  of 
Fifty  Thousand  ($50,000)  Dollars  from  the  Steam- 
ship ''Frej''  and  the  cargo  of  rice  described  in 
Article  XII(c)  of  this  answer. 

(f)  Said  fire  was  proximately  caused  by  the 
design  or  neglect  of  petitioner  in  that 

(1)  The  said  vessel  being  unseaworthy  at  the 
time  of  her  purchase  by  petitioner  in  March- April, 
1947,   owing  to   the   large   amount   of  free   oil   on 
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the  tank  tu))s  iniincdiatcly  below  the  boilers  and 
a  lai'U'e  amount  of  free  oil  in  the  engine-room  bilges, 
a]i(l  a  hu'uc  amount  oC  oil  immediately  forward 
and  to  the  side  of  \\\v  boilers  on  the  forward 
boiltM-room  bulkhead  and  the  skin  of  the  shi]), 
{x'titioner  took  no  ste])s  at  any  time  to  eliminate 
this  tire  [30]  hazard  but  ])etitioner  sent  said  vc^ssel 
nil    hvv  said    voyage    in   said   condition,   and 

(2)  Knowing  the  said  vessel  to  be  imseaworthy 
at  the  time  of  her  purchase  by  petitioner  in  March- 
April,  1947,  owing  to  a  large  amount  of  free  oil 
on  th(^  tank  tops  immediately  below  the  boilers, 
and  a  large  amount  of  free  oil  in  the  engine-room 
bilges,  and  a  larg(^  amount  of  oil  immediately  for- 
ward and  to  th(^  side  of  the  boilers  on  the  forward 
boiler-room  bulkhead  and  the  skin  of  the  ship, 
])etitioner  took  no  steps  at  an}^  time  to  eliminate 
this  fire  hazard  but  petitioner  sent  said  vessel  on 
lier  said  voyage  in  said  condition,  and 

(3)  Knowing  the  said  vessel  to  be  unseaw^orthy 
before^  and/or  at  the  beginning  of  the  voyage  owing 
to  a  large  amount  of  free  oil  on  the  tank  tops 
immediately  below^  the  boilers,  and  a  large  amount 
of  free  oil  in  the  (^ngine-room  bilges,  and  a  large 
amount  of  oil  immediately  forward  and  to  the 
side  of  the  boilers  on  the  forward  boiler-room  bulk- 
head and  the  skin  of  the  shi[),  petitioner  sent  said 
vessel   on   hci*  said   voyage   in  said   condition,   and 

(4)  The  said  vessel  being  unseaworthy  at  the 
time  of  her  said  purchase  due  to  insufficient  fire- 
fighting  equi])ment,  petitioner  took  no  steps  at  any 
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time  to  remedy  this  lack,  but  petitioner  sent  said 
A-essel  on  her  said  voyage  in  said  condition,  and 

(5)  Knowing  the  said  vessel  to  be  unseaworthy 
at  the  time  of  her  said  purchase  due  to  insufficient 
lire-fighting  equipment,  petitioner  took  no  steps  at 
any  time  to  remedy  this  lack  but  petitioner  sent 
said  vessel  on  her  said  voyage  in  said  condition, 
and 

(6)  Knowing  the  said  vessel  to  be  unseaworthy 
before  and  at  the  beginning  of  the  voyage  in  that 
said  vessel  did  not  have  on  board  and  on  duty 
competent  engine-room  officers  and  crew,  [31]  peti- 
tioner sent  said  vessel  on  her  said  voyage  in  said 
condition. 

By  reason  of  the  premises,  the  fire  from  the 
starboard  boiler  was  communicated  to  the  oily 
fire-room  bulkhead  and/or  the  oily  skin  of  the 
ship  and/or  to  the  free  oil  on  the  tank  tops  immed- 
iately below  the  starboard  boiler  and  then  to  the 
free  oil  in  the  engine-room  bilges,  or  having  started, 
was  not  promptly  extinguished. 

(g)  Many  sacks  and  cases  of  rice  originally 
loaded  in  No.  2  and  3  compartments  were  damaged 
and/or  destroyed  and  the  damaged  rice  retained 
and  disposed  of  in  San  Francisco  and  Sacramento, 
California.  The  balance  of  the  rice  suffered  some 
handling  damage,  the  exact  nature  and  extent  of 
which  is  unknown  to  the  claimant  at  this  time.  To 
the  best  information  and  belief  of  claimant,  the 
loss  and/or  damage  and/or  expense  as  a  result  of 
said  fire  was  and  is: 
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Rice  damaged  and/or  destroyed  by  fire  and/or  smoke  and/or  water 

and  sold  at  San  Francisco  and  Sacramento: 
B/L  No.  Notify  Addressee  C.I.F.  Value 

1,  2,  3  Hijos  De  Pio  Ferra,  S.  A $  8L760.31 

4,  5,  6,  7         Aguilera,  Marganon  y  Cia 154,249.59 

8,  9  Pinan,  Arxer  &  Cia,  S.  en  C 438.22 

10,  11  J.  Perez,  S.  A 19,333.11 

12,  13  F.  Bonet  y  Cia 158.34 

14,15,  16       Carvajal  y  Cia,  S.  en  C 114,429.10 

17,  18  Pelaez,  Pirez  y  Cia 42.47 

$370,411.14 
Less  salvage  proceeds  on  the  sale  of  said  rice 129,191.26 

$241,219.88 

The  following  expenses  were  incurred  in  reconditioning, 
sale,  survey,  etc.: 

California  Dehydrating  Co. — reconditioning 19,273.06 

River  Lines — Transportation  to  dehydrating  plant 7,780.12 

P.  J.  Scale  &  Associates — Commisison  on  sale  of  dam- 
aged rice  8,608.73 

Genereaux  &  Hansen — Survey  fee 100.00 

Cost  of  cartons  to  repack 28.46 

Department  of  Agriculture 318.70 

Estimated  Surveyors'  fees 25,000.00 


$302,328.95 
Estimated  handling  damages  which  cannot  be  ascertained 
until  the  S.S.  "Frej"  arrives  at  Havana,  Cuba,  and  the 
cargo  in  Nos.  1,  4  and  5  compartments  is  discharged 
and  surveyed  $  50,000.00 


Total $352,328.95 

Claimant  reserves  the  right  to  amend  the  claim 
herein  advanced  at  such  time  as  the  actual  loss 
and/or  expense  and/or  damage  is  ascertained,  this 
not  being  possible  at  this  time  owing  to  the  fact 
that  the  S.S.  'VPrej''  and  her  cargo  have  not  yet 
arrived  at  destination. 
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(h)  Prior  to  the  date  hereof,  and  by  written 
assignment,  claimant  became  the  owner  of  the 
damaged  and  destroyed  cases  and  sacks  of  rice 
hereinabove  mentioned  with  respect  to  all  of  the 
named  addresses  except  Pinan,  Arxer  y  Cia,  S.  en 
C.  and  is  entitled  to  maintain  the  claim  herc^in 
set  forth. 

On  all  shipments  mentioned  herein  and  including 
those  in  which  Pinan,  Arxer  y  Cia,  S.  en  C,  are 
the  notify  addressees,  claimant  has  been  authorized 
ill  writing  to  prosecute  these  claims. 

(i)  Claimant  and/or  the  various  notify  addressees 
have  performed  all  of  the  conditions  precedent  con- 
tained in  the  contract  of  carriage  on  their  ])art 
to  be  performed.   [33] 

(j)  By  reason  of  the  premises,  claimant  has 
sustained  damage  in  the  sum  of  Three  Hundred 
Fifty  Two  Thousand  Three  Hundred  Twenty-eight 
and  95/100  ($352,328.95)  Dollars,  together  with 
interest  thereon  at  the  rate  of  Seven  (7%)  Percent 
p(^r  annum  from  May  6,  1947,  until  paid. 

XIII. 

Further  answering  said  petition,  claimant 
alleges: 

(a)  Repeats  and  realleges  as  fully  as  thougli 
herein  set  forth  again  at  length,  each  and  every 
and  all  of  the  allegations  contained  in  sub-para- 
graphs (a),  (b),  (c),  (d),  (h)  and  (i)  of  Article 
XII  of  this  answer. 

(b)  Said  S.S.  ^^Frej"  and  petitioner,  and  each 
of  them,  carelessly  and  negligently  mixed  said  ship- 
ments of  rice  on  loading  in  San  Francisco,  Cali- 
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foi'iiia.  Tliat  said  shipments  were  separately 
marked  and  are  of  different  grades  and  values. 
That  the  reasonalile  cost  of  re-piling  and  segregat- 
ing said  sliipnients  according  to  mark  and  grade 
and  vahie  as  when  delivered  to  said  S.S.  ''Frej" 
and  petitioner,  and  each  of  them,  would  be  and  is 
Three  Thousand  Nine  Hundred  Thirty-five  and 
08/100  ($3,935.08)  Dollars.  By  reason  of  the  prem- 
ises, claimant  has  sustained  damage  in  the  sum 
of  Three  Thousand  Nine  Hundred  Thirty-five  and 
08/100  ($3,935.08)  Dollars,  together  with  interest 
at  the  rate  of  Seven  (7%)  Percent  per  annum  from 
May  6,  1947,  until  paid. 

Wherefore,  claimant  prays  that  the  petition  for 
exoneration  from  or  limitation  of  liability  of  peti- 
tion be  denied;  that  this  court  will  decree  the 
payment  by  said  petitioner  to  claimant  of  the  sum 
of  Three  Hundred  Fiftj^-six  Thousand  Two  Hun- 
dred Sixty-four  and  03/100  ($356,264.03)  Dollars, 
and  all  sums  assessed  against  said  cargo  on  all  sal- 
vage claims  against  said  cargo,  including  but  not 
limited  to  the  salvage  claims  referred  to  in  Article 
XII (e)  of  this  answer,  together  with  interest  and 
costs;  and  that  claimant  may  have  such  other  and 
further  relief  as  may  be  just. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN,  AMES  & 
ST.  CLAIR, 
Proctors  for  Libelant.       [34] 
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State  of  California, 

City  and  County  of  San  Francisco — ss. 

George   H.    Hauerken,    being   first   duly   sworn, 

deposes   and  says: 

That  he  is  one  of  the  proctors  for  the  Rice 
Growers  Association  of  California,  claimant  hei-ein ; 
and  he  has  read  the  foregoing  answer  and  knows 
the  contents  thereof.  That  the  same  is  true  of  his 
own  knowledge,  except  as  to  the  matters  therein 
stated  to  be  alleged  upon  information  and  belief 
aud  as  to  those  matters  he  believes  it  to  be  true. 

The  sources  of  his  information  and  the  grounds 
for  his  belief  as  to  the  matters  therein  stated  to  be 
alleged  upon  information  and  belief  are  statements 
and  records  contained  in  your  affiant's  office. 

The  reason  this  verification  is  not  made  by  an 
officer  of  the  claimant  corporation  is  that  none  of 
the  officers  of  said  corporation  are  now  within  the 
County  in  which  your  affiant  has  his  offices. 

/s/  GEORGE  H.  HAUERKEN. 

Subscribed  and  sw^orn  to  before  me  this  8th  day 
of  September,  1947. 

(Seal)  ALFRED   I).   MARTIN, 

Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

(Affidavit  of  Service  by  Mail.) 

[Endorsed] :  Piled  Sept.  8,  1947.  [35] 


At  a  Stated  Term  of  the  United  States  District 
Court  held  in  and  for  the   Northern  District   of 
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California,  Southern  Division,  at  the  United  States 
Court  Rooms,  in  th(^  City  and  County  of  San  Fran- 
cisco, California,  on  the  6th  day  of  October,  1947. 

Present:  The  Honorable  Louis  E.  Goodman,  Dis- 
trict Judge. 

[Title  of  Cause.] 

ORDER  NOTING  DEFAULTS 
This  Court  having  heretofore  issued  a  monition 
against  all  persons  claiming  damages  for  any  and 
all  loss,  destruction,  damage  or  injury  either  to 
persons  or  property,  caused  by  or  resulting  from 
the  fire  aboard  the  said  S.S.  ^'Frej"  which  occurred 
in  San  Francisco  Bay,  California,  on  or  about  the 
6th  day  of  May,  1947,  or  for  any  loss,  destruction, 
damage  or  injury  arising  out  of  or  incurred  on 
the  voyage  of  the  said  S.S.  ''Frej"  during  which 
said  fire  occurred,  which  said  voyage  is  alleged  in 
the  petition  on  file  herein  to  have  commenced  on 
or  about  the  [36]  6th  day  of  May,  1947,  and  to 
have  ended  in  the  Port  of  San  Francisco  on  the 
8th  day  of  May,  1947,  citing  them  and  each  of 
them  to  appear  before  this  Court  and  make  due 
proof  of  their  respective  claims  on  or  before  the 
6th  day  of  October,  1947,  at  ten  o'clock  a.m.  of 
said  day;  and 

It  Appearing  from  the  affidavit  of  publication 
on  file  herein  that  citation  and  notice  of  monition 
was  duly  i)ublished  pursuant  to  the  order  of  this 
Court  in  The  Recorder,  a  newspaper  published  in 
the  City  and  County  of  San  Francisco,  once  each 
week  until  the  return  day  of  said  monition,  and  that 
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the  date  of  the  first  publication  of  said  citation  and 
]iotice  of  monition  was  August  21,  1947;  and 

It  Further  Appearing  by  the  return  filed  herein 
])y  the  United  States  Marshal  for  the  Northern 
District  of  California  that  a  copy  of  said  monition 
and  a  copy  of  the  order  for  monition  were  served 
more  than  thirty  days  prior  to  this  date  upon  the 
Rice  Growers  Association  of  California,  a  corpora- 
tion, the  Shipowners  &  Merchants  Tugboat  Com- 
pany, a  corporation,  and  Shipowners  &  Merchants 
Towboat  Company,  Limited,  a  corporation,  and 
t]mt  each  of  said  corporations  was  at  the  time  of 
the  service  of  said  monition  and  order  for  monition 
cited  and  admonished  by  the  United  States  Marshal 
to  a])pear  before  said  Court  and  to  file  and  mak(» 
due  proof  of  their  respective  claims  before  Francis 
St.  J.  Fox,  United  States  Commissioner  for  th(^ 
Northern  District  of  California,  at  his  office  in 
iho  Post  Office  Building  at  7th  and  Mission  Streets, 
in  the  City  and  County  of  San  Francisco,  Northern 
District  of  California,  on  or  about  the  6th  day 
of  October,  1947,  at  ten  o^clock  a.m.  of  said  day, 
otherwise  they  would  be  defaulted  and  debarred 
from  participation  in  this  suit ;  and  [37] 

It  Further  Appearing  by  the  report  of  said  Com- 
missioner filed  herein  that  the  following  claim  has 
l)een  presented  to  and  filed  with  him,  viz.: 

Claim  of  Rice  Growers  Association  of  Califor- 
nia, a  corporation,  for  damages  in  the  total 
sum  of  $356,264.03,  with  interest  and  costs, 
filed  by  Messrs.  Hauerken,  Ames  &  St.  Clair, 
])roctors  for  said  Rice  Growers  Association  of 
California ; 


44        Eice  Growers  Association  of  California 

and  that  no  otlicr  claim  lias  been  presented  to  or 
iiled  with   said  Commissioner;  and 

li  Further  Appearing-  that  pursuant  to  stipula- 
tion of  counsel,  it  has  been  ordered  by  this  Court 
that  the  Shipowiiers  &  Merchants  Tugboat  Com- 
pany, a  corporation,  and  Shipowners  &  Merchants 
Towboat  Company,  Limited,  a  corporation,  being 
represented  herein  by  Messrs.  Wright  &  McKeon, 
may  have  to  and  including  the  16th  day  of  October, 
1947,  within  Avhich  to  present  herein  their  claims 
and   answers; 

Now,  on  motion  of  Graham  &  Morse,  proctors 
for  petitioner. 

It  Is  Ordered  that  the  defaults  of  any  and  all 
person  or  persons  claiming  damages  of  said  peti- 
tioner or  against  said  steamship  ^^Frej"  for  any 
and  all  loss,  destruction,  damage  or  injury  arising 
out  of  or  occurring  on  the  voyage  of  said  S.S. 
*'Fre.i"  which  is  stated  to  have  ended  at  the  Port 
of  San  Francisco  on  the  8th  day  of  May,  1947,  or 
by  reason  of  the  matters  set  forth  in  said  petition, 
other  than  said  Rice  Growers  Association  of  Cali- 
fornia, a  corporation,  and  Shipowners  &  Merchants 
Tugboat  Company,  a  corporation,  and  Shipowners 
&  Merchants  Towboat  Company,  Limited,  a  cor- 
poration, who  have  either  filed  a  claim  an  answer 
or  obtained  an  extension  of  time  within  which  to 
do  so,  all  as  hereinbefore  set  forth,  be  and  the 
same  are  hereby  entered;  and 

It  Is  Further  Ordered  that  all  issues  raised  by 
the  petitioner  herein  and  the  answer  thereto  now 
on  file,  or  any  answer  or  [38]  answers  which  may 
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hereafter  be  filed  within  the  time  granted  by  this 
Court,  as  hereinbefore  set  forth,  or  any  additional 
time  which  may  be  granted  by  this  Court,  shall 
stand  for  trial  before  this  Court  according  to  the 
rules  and  practice  thereof;  and 

It  Is  Further  Ordered  that  all  other  proceedings 
on  any  and  all  proofs  of  claims  now  on  file,  or 
which  may  ])e  hereafter  filed  within  the  time 
granted  by  this  Court,  as  hereinbefore  set  forth, 
or  within  any  additional  time,  which  may  be 
granted  by  this  Court,  be  and  they  are  hereby 
stayed  until  the  trial  and  determination  of  this 
suit. 

Dated  San  Francisco,  California,  October  8,  1947. 

LOUIS  E.  GOODMAN, 

United  States  District  Judge. 

[Endorsed] :  Filed  Oct.  8,  1947.  [39] 


[Title  of  District  Court  and  Cause.] 

STIPULATION   RE    VALUE 

It  is  hereby  stipulated  by  and  between  peti- 
tioner and  claimants,  in  lieu  of  submitting  evidence 
to  Commissioner  Fox  under  and  pursuant  to  the 
''Order  of  Reference''  herein  dated  August  4,  1947, 
that  the  following  constitute  the  facts  based  upon 
which  this  Honorable  Court  shall  fix  the  amount 
of  the  limitation  of  liability  fund  under  the  pro- 
visions of  R.S.  4281  et  seq  (46  U.S.C.A.  paragraphs 
181-195)  : 
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1.  The  Steamship  ''Frej'',  owned  and  operated 
hy  petitioner,  loaded  a  cargo  of  about  5060  tons 
of  rice  shipped  ])y  tlie  Rice  Growers  Association 
of  California  for  carriage  from  San  Francisco, 
California,  to  Havana,  Cuba,  pursuant  to  the 
terms,  provisions  and  conditions  of  bills  of  lading, 
a  true  copy  whereof  is  attached  hereto  as  Exhibit 
'"A''  and  hereby  incorporated.  The  ship,  with  said 
rice  cargo  aboard,  commenced  her  voyage  and 
sailed  from  her  dock  in  San  Francisco  at  8:00  p.m. 
on  the  evening  of  May  6,  1947.  Within  an  hour 
thereafter  and  while  still  in  San  Francisco  Bay,  a 
fire  broke  out  aboard  the  ship.  The  fire  was 
extinguished  during  the  early  morning  hours  of 
May  7,  1947,  and  the  ship  returned  to  her  dock  at 
San  Francisco,  where  all  of  the  cargo  was  unloaded, 
the  unloading  having  been  undertaken  without 
prejudice  to,  but  for  the  best  interests  of  all  con- 
cerned and  was  completed  on  May  14,  1947,  at  5 :00 
o'clock  a.m. 

2.  After  the  fire,  the  ship  required  repairs  to  fit 
her  for  sea.  Accordingly,  specifications  for  repairs 
to  (*orrect  damage  to  the  ship  resulting  from  the 
fire  were  prepared  and  bids  were  taken  thereon. 
The  following  bids  were  received:   [40] 

(a)  Genca'al  Engineering  and  Dry  Dock  Com- 
pany, Alameda,  California— $122,638.00— 48  work- 
ing days. 

(b)  Moore  Drydock  Com])any,  Oakland,  Cali- 
fornia—$167,500.00— 20  working  days. 

(c)  Bethlehem  Steel  Company,  San  Francisco, 
California  —$154,780.00—40  working  days. 

(d)  Todd  Shipyard  Corporation,  Los  Angeles, 
California— $139,994.00— 35  working  days. 
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3.  The  ])id  of  General  Engineering  and  Dry 
Dock  Company  was  accepted  by  petitioner  and  on 
or  about  May  23,  1947,  the  ship  was  taken  to  th(^ 
I'epair  yard  of  the  General  Engineering  and  Dry 
Dock  Company  at  Alameda,  California,  for  these 
repairs,  and  the  repair  work  was  begun  on  May 
26,  1947. 

4.  In  addition  to  work  required  in  the  specifica- 
tions for  which  General  Engineering  and  Dry  Dock 
Company  bid  the  sum  of  $122,638.00,  additional 
damage  as  the  result  of  the  fire  was  discovered  as 
work  progressed  and  was  repaired  at  a  cost  of 
$4e5,476.73.  A  minor  item  in  the  original  specifica- 
tions was  deleted  and  the  actual  cost  on  the  work 
covered  by  the  original  repair  specifications  totaled 
$122,022.66.  The  aggregate  cost  of  repairing  dam- 
ages to  the  ship  resulting  from  the  fire  was  $167,- 
498.99.  During  the  time  said  repairs  were  being 
effected,  betterments  to  the  ship  for  the  owner's 
account  were  effected  in  the  amount  of  $17,349.40. 
All  repairs  and  betterments  were  completed  on 
August  4,  1947. 

5.  Rice  in  Holds  No.  2  and  No.  3,  amounting  to 
about  1828  tons,  having  been  affected  and  damaged 
by  water,  smoke  and  fire,  was  retained  in  the 
San  Francisco  Bay  Region  and  disposed  of  there. 
About  one  hundred  twenty-two  tons  of  rice  for- 
merly loaded  in  Hold  No.  2  and  about  3110  tons 
of  rice  formerly  loaded  in  Holds  No.  1,  4  and  5, 
ag<>iegating  about  3232  tons  of  rice,  were  in  condi- 
tion to  be  carried  and  were  carried  to  Havana  on 
the  basis  hereinafter  mentioned  in  Article  10  hereof. 
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6.  Oil  June  6,  1947,  Rice  Growers  Association  of 
California  filed  a  libel  in  personam  and  in  rem 
against  the  S.S.  Frej,  her  engines,  boilers,  boats, 
machinery,  tackle,  apparel  and  furniture,  etc.,  and 
against  Rederiaktiebolaget  Frode,  a  corporation,  in 
the  District  Court  of  the  United  States,  Northern 
District  of  California,  Southern  Division,  under 
Proceeding  No.  24958-G.  Pursuant  thereto,  the  ves- 
sel was  seized  and  reduced  to  the  possession  of 
the  United  States  Marshal  of  said  Court  and  for 

^A/c^  and  District  and  remained  in  his  possession  from 
June  6,  1947  to  and  including  August  9,  1947. 

7.  On  June  19,  1947,  J.  H.  Winchester  &  Co., 
Inc.,  on  behalf  of  the  ship  and  her  owners,  cabled 
notice  of  abandonment  of  the  voyage  to  Rice  Grow- 
ers Association  of  California  and  to  the  various 
consignees  in  Cuba.  A  copy  of  said  cable  is  attached 
hereto  marked  Exhibit  B  and  hereb}^  incorporated. 

8.  On  July  17,  1947,  Rice  Growers  Association 
of  California  filed  an  amendment  to  its  libel  in 
said  proceeding  No.  24958-G  and  which  said  libel 
and  amendment  to  libel  is  hereby  incorporated. 

9.  On  July  25,  1947,  petitioner  filed  a  petition 
for  limitation  of  liability  in  the  District  Court  of 
the  United  States  for  the  Northern  District  of  Cali- 
fornia, Southern  Division,  under  proceeding  No. 
25003-G,  and  which  petition  is  hereby  incorporated. 

10.  Subsequent  to  June  19,  1947,  a  dispute  hav- 
ing arisen  between  the  parties  resulting  from  the 
sending  of  notice  of  abandonment  referred  to  above 


vs.  Recleriaktiebolaget  Frode  49 

in  Article  7  and  petitioner's  I'oiMiCed  to  reload  and 
carry  the  rice  to  Havana,  negotiations  were  entered 
into  between  petitioner  and  cargo  interests  to  have 
the  said  3232  tons  of  rice  carried  by  the  ship  to 
Havana,  which  negotiations  resulted  in  a  written 
agreement,  a  copy  of  which  agreement  is  attached 
hereto,  [42]  marked  Exhibit  '^C'  and  hereby  incor- 
porated. 

11.  The  ship  left  General  Engineering  and  Dry 
Dock  Co.  on  August  2,  1947  at  8 :50  a.m.  and  repairs 
were  completed  in  San  Francisco  on  xiugust  4,  1947. 

12.  Pursuant  to  said  agreement  (Exhibit  ^^C") 
and  between  August  4  and  August  8,  1947,  the  said 
about  3232  tons  of  rice  formerly  loaded  in  Holds 
iSTo.  1,  2,  4  and  5  were  reloaded  on  the  ship  at  San 
Francisco.  On  August  11,  1947,  the  ship  sailed  from 
San  Francisco  for  Havana  with  only  said  3232  tons  of 
August  31,  1947,  and  completed  discharge  of  the 
said  3232  tons  of  rice  on  September  18,  1947. 

13.  For  limitation  of  liability  values,  the  fol- 
lowing values  are  stipulated  at  the  times  noted: 


rice  cargo  aboard  and  she  arrived  in  Havana  on 
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Freight 
Aggregate  bill  of  lading  charges 
total     S101,977.03,     which     in- 
Vessel         Stores       eluded  the  following  items: 

May  6,  1947      $255,000     S16,8 15     Ocean  freight $93,104.00 

(Prior  to  fire)  Havana  handling  fee      5,060.03 

Manifest  fee  18.00 

Handling  chgs.  at 

San  I'rancisco  2,024.01 

Wharfage  at  San 

Francisco  1,770.99 

May  8,  1947  106,000  8.329 
June  19,  1947  117.000  3,000 
Aug.  4,  1947  275,000  21,825 
Sept.  18,  1947  275,000   16,005 

Tlie  vessel  was  purchased  in  Seattle,  Washing- 
ton by  ])etitioner,  pursuant  to  contract  dated  March 
4,  1947,  from  Griffiths  Steamship  Company  for  the 
price  of  $277,500.  In  addition  thereto,  pursuant  to 
said  contract,  petitioner  paid  for  un))roached  stores, 
supplies  and  fuel  oil  the  sum  of  $8,632.61. 

Dated  San  Francisco,  the  28th  day  of  May,  1948. 

GEORGE  H.  Hx\UERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 
Proctors   for  Rice   Growers   Association    of   Calif. 
GRAHAM  &  MORSE, 
CLARENCE  G.  MORSE, 
Proctors  for  Petitioner. 
WRIGHT  &  McKEON, 
l^T-octors  for  'i'lu^  Shipowners  &  Merchants  Tu.^boat 
Comijany  and  Shipowners  &  Merchants  Towboat 
Co.,  Ltd. 
(Here  follows  Exhibits  B  and  C.) 
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EXHIBIT  ^^B^' 

Cable  sent  June  19,  1947  by  J.  H.  Winchester 
&  Co.,  Inc.  to  receivers  and  shippers  of  the  rice 
cargo  in  connection  with  the  abandonment  of  the 
voyage. 

''Frej  on  account  various  matters  including  but 
not  being  limited  to  extraordinary  delays  and 
expenses  arising  as  a  result  of  May  6,  1947  fire  and 
acting  under  authority  of  api^licable  bills  lading 
and  otherwise  owner  and  Master  have  elected  to 
abandon  voyage  and  you  are  hereby  notified  that 
voyage  of  the  S.S.  ^'Frej''  from  San  Francisco 
to  Havana,  Cuba  is  hereby  abandoned.  You  are 
further  notified  that  the  rice  is  at  your  expense  and 
risk  and  delivery  thereof  may  be  obtained  by  you 
immediately  in  San  Francisco  upon  your  posting 
satisfactory  general  average  security." 

EXHIBIT  ''C' 

Dated  July  26,   1947. 

Frej— May,  1947 
Memorandum  of  agreement  re  forwarding  sound 
cargo. 

1.  Sound  rice  discharged  from  Frej  will  be 
reloaded  and  carried  by  the  Frej  under  the  terms 
of  the  original  bills  of  lading  without  additional 
freight,  ship  bearing  all  loading  and  discharging 
costs  which  would  be  paid  by  the  ship  under  the 
original  bills  of  lading  if  it  were  now  for  the  first 
time  receiving  the  sound  rice  for  such  carriage. 
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2.  Owners  of  sound  cargo  will  pay  the  ship  Ten 
^riiousaiid  ($10,000.00)  DoUars,  which  siim  is  not 
to  he  inchid(^d  in  determining  limitation  fund  nor 
tlie  contributory  vahies  in  general  average.  Owners 
and  underwriters  of  sound  rice  waive  all  claims 
tliey  may  have  to  recover  any  part  of  said  $10,000. 

:>.  1'he  second  cause  of  action  in  the  pending 
libel  by  cargo  against  ship  (for  recovery  of  freight 
in  the  amount  of  $95,000.00)  will  be  dismissed  with- 
out prejudice. 

4.  Storage  charges  covering  period  sound  rice 
lias  been  on  Pier  45-C  will  be  paid  in  the  first 
instance*  by  the  Frej,  ultimately  liability  for  such 
item  to  abide  decision  in  pending  or  future  litiga- 
tion and/or  determination  of  general  average 
liability. 

5.  Cost  of  segregating  and  classifying  sound  ric(* 
on  dock  will  be  paid  in  the  first  instance  by  cargo, 
ultimate  liability  for  such  item  to  abide  decision 
in  pending  or  future  litigation  and/or  determin- 
ation  of  general  average  liability. 

H.  The  carrying  on  of  the  cargo  and/or  this 
agreement  shall  in  no  way  prejudice  any  right  or 
rights  which  either  party  now  has  and  shall  not 
affect  the  pr(*sent  status  quo  of  the  purported 
abandonment  of  the  voyage  at  San  Francisco,  Cali- 
fornia. 

7.  Cargo  has  now  furnished  full  general  average 
security  and  the  Frej  and  her  owners  will  not 
re<iuire  further  general  average  security. 
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Method  of  Carrying  Out  Agreement 
The  procedure  to  release  the  vessel  and  to  carry 
out  the  terms  of  the  above  agreement  shall  be  as 
follows : 

1.  An  ad  interim  stipulation  shall  be  executed 
by  the  parties  in  the  limitation  proceedings  pro- 
viding for  a  bond  in  the  face  value  of  $290,250.00 
without  interest. 

2.  The  parties  in  the  limitation  proceedings  will 
stipulate  for  the  issuance  of  a  restraining  order 
applying  to  all  pending  actions  except  the  second 
cause  of  action  in  the  cargo  libel  (freight  in  the 
amount  of  $95,000.00)  and  the  wage  claims  of 
Eriksson  and  Hamalainen. 

3.  The  parties  will  stipulate  that  an  order  may 
issue  allowing  the  vessel  to  move  from  her  present 
position  to  Pier  45-C,  San  Francisco,  remaining 
within  the  possession  of  the  Marshal,  but  without 
a  keeper  on  board. 

4.  The  sound  rice  will  be  loaded  aboard  the  ves- 
sel in  accord  with  the  terms  of  the  foregoing 
agreement,  with  stowage  approved  by  surveyors 
Genereaux  &  Hansen  or  other  surveyors  mutually 
satisfactory  to  all  parties. 

5.  When  the  sound  rice  is  fully  loaded  on  the 
vessel,  and  the  vessel  owners  have  complied  with 
all  other  provisions  of  the  foregoing  agreement, 
cargo  owners  will  file  a  dismissal  without  prejudice 
of  the  second  cause  of  action  in  the  cargo  libel. 

6.  When  the  vessel  has  cleared  the  port  of  San 
Francisco  with  said  sound  cargo  on  board,  cargo 
will  immediately  pay  to  J.  H.  Winchester  &  Co., 
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Inc.,  agents  for  the  Frej,  the  sum  of  Ten  Thousand 
($10,000.00)  Dollars  as  provided  in  the  foregoing 
aureemc^nt. 

[Endorsed] :  Piled  May  26,  1948. 


In    tlu^    United    States    District    Court    for    the 
Northern  District  of  California,  Southern  Division. 

No.  25,003-a 

In  the  Matter  of  the  Petition  of  REDERIAKTIE- 
I30LAGET  ERODE,  a  corporation,  for  exoner- 
ation from  or  limitation  of  liability  of  the  owner 
o\'  the  Steamship  Er(\i : 

ORDER  FIXING  AMOUN^f   OF 
LIABILITY  FUND 

Jn  this  proceeding  for  the  limitation  of  lial^ility 
(»r  tile  owners  of  the  Steamship  ^'Frej,''  the  Court 
is  called  u})on  to  fix  the  amount  of  liability  fund 
inider  tlu^  provisions  of  46  U.S.C.  Sec.  181-195. 

I  am  satisfied  that  June  19,  1947,  is  the  date 
u])()ii  which  values  should  be  fixed.  Place  v.  Norwich 
and  New  York  Transportation  Co.,  118  U.  S.  468; 
(ireat  \Yestern,  118  U.  S.  520;  Pacific  Coast  Co. 
v.  Reynolds,  114  Fed.  877,  (9  Cir.) ;  Boston  Marine 
insurance^  Co.  v.  Metropolitan  Redwood  Lumber  Co. 
(9  Cir.)   197  Fed.  703. 

Accordingly  the  Court  fixes  the  value  of  the  ves- 
sel  for  th(»  ])urp()ses  of  this  proceeding 
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at     $117,000.00 

the  value  of  its  stores  at 3,000.00 

$120,000.00 
the  value  of  earned  freight  at 93,104.00 

Total     $213,104.00 

Dated  August  5,  1948. 

LOUIS   E.   GOODMAN, 
United  States  District  Judge. 

[Endorsed]  :  Filed  Aug.  5,  1948.  [46] 


[Title  of  District  Court  and  Cause.] 

PETITION  FOR  APPEAL  OF  DAMAGE 
CLAIMANT  RICE  GROWERS  ASSOCIA- 
TION OF  CALIFORNIA,  A  CORPORATION 

Rice  Growers  Association  of  California,  a  cor- 
poration, damage  claimant  herein,  being  aggrieved 
by  the  Order  Fixing  Amount  of  Liability  Fund 
made  and  entered  herein  on  the  5th  day  of  August, 
1948,  by  the  United  States  District  Court,  claims 
an  appeal  from  said  order  and  prays  that  said 
appeal  may  be  allowed. 

Dated  this  20th  day  of  August,  1948. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN   &   ST.   CLAIR, 
Proctors  for  Damage  Claimant  Rice  Growers  Asso- 
ciation of  California,  a  corporation. 

[Endorsed]  :  Filed  Aug.  20,  1948.  [67] 
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[Title  of  District  Court  and  Cause.] 

NOTICE  OF  GENERAL  APPEAL 

To:  R(Hl('riakti(^bola^et  Erode,  a  corporation,  peti- 
tioner herein,  and  to  Clarence  G.  Morse,  Esq. 
and  Messrs.  Graham  &  Morse,  its  Proctors: 
Please  take   notice   that  Rice  Growers  Associa- 
tion of  California,  a  corporation,  damage  claimant 
liercan,  h(^r(0)y  appeals  to  the  next  United   States 
Circuit    Court    of   Appeals   for   the   Ninth    Circuit 
from  the  Ord(^r  Fixing  Amount  of  Liability  Fund 
made  and  entered  by  the  above  entitled  Court  on 
the  5th  day  of  August,  1948,  and  from  each  and 
every  part  of  said  order. 

Dated  this  19th  day  of  August,  1948. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors  for  Damage  Claimant  and  Appellant  Rice 
Growers  Association  of  California,   a  corpora- 
tion.  [()8] 

( Ackiiowledguient  of  Service.) 

[Endorsc^d] :  Filed  Aug.  20,  1948.  [()9] 


[Titl(^  of  District  Court  and  Cause.] 

ORDER  ALLOWING  APPEAL 

Pursuant  to  thc^  petition  for  appeal  of  Rice 
Growers  Association  of  California,  a  corporation, 
damage  claimant  herein,  dated  August  20th,  1948, 
and  presented  this  date  to  the  Court: 
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It  Is  Hereby  Ordered  that  the  appeal  of  damage 
claimant,  Rice  Growers  Association  of  California, 
a  corporation,  from  the  Order  Fixing  Amount  of 
Liability  Fund  made  and  entered  herein  on  August 
5th,  1948,  be  allowed  as  prayed  for  and  that  said 
Rice  Growers  Association  of  California,  a  corpora- 
tion, file  an  appeal  bond  of  a  corporate  surety  in 
the  amount  of  Seventy-five  Hundred  ($7500.00) 
Dollars,  and  that,  upon  the  filing  of  said  bond,  all 
proceedings  under  said  order  be  stayed. 

Dated  this  20th  day  of  August,  1948. 

/s/  LOUIS  E.  GOODMAN, 

United  States  District  Judge. 

[Endorsed]:  Filed  Aug.  20,  1948.  [70] 


[Title  of  District  Court  and  Cause.] 

ASSIGNMENT  OF  ERRORS 
Rice  Growers  Association  of  California,  a  cor- 
poration, damage  claimant  and  appellant  herein, 
hereby  assigns  error  in  the  proceedings,  orders 
and  decisions  of  the  District  Court  in  the  above 
entitled  cause  as  follows: 

1.  The  Court  erred  in  holding  that  June  19th, 
1947,  is  the  date  as  of  which  the  limitation  of 
liability  fund  is  to  be  fixed. 

2.  The  Court  erred  in  holding  that  for  the  pur- 
pose of  said  limitation  of  liability  fund  the  value 
of  the  Steamship  ''Frej''  was  to  be  fixed  at  One 
Hundred  Seventeen  Thousand  ($117,000.00)  Dol- 
lars. 
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;].  The  (  ourt  erred  in  holding  that  for  the  pur- 
l)ose  of  said  limitation  of  liability  fund  the  value 
of  tlie  pending-  freight  of  said  Steamship  ^^Frej'' 
was  to  l)e  fixed  at  Ninety-three  Thousand  One 
Huiuhvd  Four  ($93,104.00)  Dollars.  [71] 

4.  The  Court  erred  in  holding  that  for  the  ])ur- 
|)ose  of  said  limitation  of  liability  fund  the  value 
of  the  stores  of  the  Steamship  ''Frej"  was  to  be 
lixed  at  Three  Thousand  ($3,000.00). 

5.  The  Court  erred  in  fixing  the  total  amount 
of  the  limitation  of  liability  fund  at  Two  Hundred 
1^]iirt(H^n  Thousand  One  Hundred  Four  ($213,104) 
Dollars. 

f).  The  Court  erred  in  holding  that  the  voyage 
of  the  Steamship  ^^Frej''  terminated  in  San  Fran- 
cisco, California,  on  June  19th,  1947. 

7.  The  Court  erred  in  holding  that  Rederiaktie- 
bolaget  Frode,  a  corporation,  petitioner  and 
appellee  herein,  was  justified,  as  owner  of  the 
Steamship  ''Frej''  in  terminating  her  voyage  in 
San  Francisco,  California,  on  June  19th,  1947. 

8.  The  Court  erred  in  failing  to  hold  that  the 
voyage^  of  the  Steamship  ''Frej"  ended  in  Havana, 
Cuba,    on    Sei)tember    18th,    1947. 

9.  Assuming  tliat  the  Court  was  justified  in 
fixing  the  amount  of  the  limitation  of  liability  fund 
as  of  a  date  earlier  than  the  date  of  the  end  of 
tlie  voyage  (September  18th,  1947),  the  Court  erred 
in  ado])ting  June  19th,  1947,  as  such  date,  instead 
of  August  4th,  1947,  the  date  as  of  which  said 
Rederaktiebolaget  Frode  became  entitled  to  claim 
the  ])enefits  of  the  limitation  of  liability  statute  (46 
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U.S.C.,    Sec.    181-195)    by   posting   its   ad   interim 
stipulation  for  value. 

Dated  this  19tli  day  of  August,  1948. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors   for   Damage   Claimant   and   Apj)ellant — 
Rice  Growers  Association  of  California,  a  cor- 
poration. [72] 

(Acknowledgment  of  Service.) 

[Endorsed] :  Filed  Aug.  20,  1948.  [73] 


[Title  of  District  Court  and  Cause.] 

STIPULATION  AS  TO  SERVICE  OF  PAPERS 
ON  APPEAL 

It  Is  Hereby  Stipulated  By  and  Between  the 
parties  hereto,  through  their  respective  proctors, 
that  there  need  be  no  service  made  upon  The 
Shipowners  and  Merchants  Tugboat  Comj^any,  a 
corporation,  and  Shipowners  and  Merchants  Tow- 
boat  Co.,  Ltd.,  a  corporation,  salvage  claimants 
herein,  or  upon  Joseph  B.  McKeon,  Esq.,  and 
Messrs.  Wright  &  McKeon,  their  proctors,  of  any 
notices,  pleadings,  briefs  and/or  papers  of  whatso- 
ever nature  heretofore  filed  or  hereafter  to  be 
filed  herein  by  Rice  Growers  Association  of  Cali- 
fornia, a  corporation,  damage  claimant  and  appel- 
lant herein,  and  by  Rederiaktiebolaget  Frode,  a 
corporation,  petitioner  and  appellee  herein,  in  con- 
nection with  the  appeal  taken  by  said  Rice  Growers 
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Association  of  California  from  the  Order  Fixing 
Amount  of  [77]  Liability  Fund  made  and  entered 
by  the  above  entitled  Court  on  the  5th  day  of 
August,  1948. 

Dated  this  24th  day  of  August,  1948. 

/s/  JOSEPH  B.  McKEON, 
/s/  WRIGHT  &  McKEON, 
Proctors   for   Salvage   Claimants   The   Shipowners 
and    Merchants    Tugboat    Company    and    Ship- 
owners and  Merchants  Towboat  Co.,  Ltd. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors  for  Damage  Claimant  and  Appellant  Ric(» 
Growers   Association   of   California. 

/s/  CLARENCE  G.  MORSE, 
/s/  GRAHAM  &  MORSE, 
Proctors  for  Petitionee*  and  Appellee  Rederiaktie- 
bolaget  Erode. 

[Endorsed]:   Filed  Aug.  25,  1948.  [78] 


[Title  of  District  Court  and  Cause.] 

STIPULATION  AS  TO  APOSTLES 
ON  APPEAL 
it  is  hereby  stipulated  by  and  between  Rice 
Growers  Association  of  California,  a  corporation, 
damage  claimant  and  appellant  herein,  and  Reder- 
iakti(^bolag(^t  Erode,  a  corporation,  petitioner  and 
appellee  herein,  through  their  respective  proctors 
and   pursuant  to  Rule  37(4)   of  the  Rules  of  the 
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United  States  Circuit  Court  of  Appeals  for  the 
iS"intli  Circuit,  that  the  Apostles  on  Appeal  in  the 
above  entitled  cause  shall  include  the  following: 

1.  Petition  for  Limitation  of  Liability. 

2.  Answer  of  Rice  Growers  Association  of  Cali- 
fornia to  Petition  for  Limitation  of  l^iability. 

3.  Order  of  Reference  for  Appraisement. 

4.  Stipulation  Re  Amount  of  Ad  Interim  Stipu- 
lation of  Value  Pending  Appraisement. 

5.  Order  for  Ad  Interim  Stipulation.   [79] 

6.  Ad  Interim  Stipulation  for  Value  Pending 
Appraisement. 

7.  Amended  Order  for  Monition,  Fixing  Time 
and  Place  for  Filing  Claims  and  Restraining 
Actions. 

8.  Order  Js^oting  Defaults. 

9.  Stipulation  Re  Value,  dated  and  tiled  May 
28th,  1948,  including  Exhibits  B  and  C  attached 
thereto. 

10.  Order  Fixing  Amount  of  Liability  Fund. 

11.  Findings  of  Fact  and  Conclusions  of  Law 
(proposed  by  Rice  Growers  Association  of  Cali- 
fornia). 

12.  Final  Decree  (proposed  by  Rice  Growers 
Association  of  California). 

13.  Findings  of  Fact  and  Conclusions  of  Law 
and  Final  Decree  as  Proposed  by  Petitioner. 

14.  Findings  of  Fact  and  Conclusions  of  Law 
(proposed  by  Petitioner). 

15.  Final    Decree    (proposed    by    Petitioner). 

16.  Order  Exonerating  Ad  Interim  Stipulation 
for     Value,     Releasing     Sureties     and     Principals 
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Thereon,    and    Approving    Stipulation    for    Value, 
(proposed  by  Petitioner.) 

17.  Reporter's  Transcript  of  the  proceedings  at 
tlu^  hearing  had  ))efore  the  Honorable  Louis  E. 
Goodman  on  the  l()th  day  of  August,  1948. 

18.  Petition  for  Appeal. 

19.  Order  Allowing  Appeal. 

20.  Bond    on   Appeal    Staying   Execution. 

21.  Notice  of  General  Appeal. 

22.  Citation  on  Appeal. 

23.  Assignment  of  Errors. 

24.  Stipulation  as  to  Service  of  Papers  on 
Appeal. 

25.  Praecipe  for  Apostles  on  Appeal. 

26.  Stipulation  as  to  Apostles   on  Appeal. 

27.  Copy  of  the  Docket  of  the  Clerk  of  the 
District  Court.  [80] 

It  Is  Hereby  Further   Stipulated  that 

(a)  The  Libel 

(b)  The  Amendment  to  Libel 

which  are  incorporated  by  reference  in  and  are 
referred  to  in  paragraph  (6)  and  paragraph  (8) 
of  the  above  mentioned  Stipulation  Re  Value,  dated 
May  28th,  1948,  may  be  omitted  from  the  record. 

It  Is  Hereby  Further  Stipulated  that  the  copy  of 
the  J3ill  of  Lading  issued  by  Rederiaktiebolaget 
Erode  to  Ric(^  Growers  Association  of  California 
and  attached  as  Exhibit  A  to  both  the  above  men- 
tionc^d  Petition  for  Limitation  of  Liability  and  the 
abovc^  mcaitioned  Stipulation  Re  Value,  dated  May 
28th,  1948,  need  not  be  copied  into  the  Record  on 
Appeal,  but  that  the  copy  of  said  Bill  of  Lading 
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uttached  to  the  original  of  said  Stipulation  Re 
Value,  dated  May  28tli,  1948,  may  be  transmitted 
to  the  United  States  Circuit  Court  of  Appeals 
for  the  Ninth  Circuit  and  deemed  a  part  of  the 
Record  on  Appeal  herein. 
Dated  August  30th,  1948. 

/s/  CLARENCE  G.  MORSE, 
/s/  GRAHAM  &  MORSE, 
Proctors   for   Petitioner   and   Appellee,    Rederiak- 
tieholaget   Frode. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors  for  Damage  Claimant  and  Appellant,  Rice 
Growers  Association  of  California. 
[Endorsed]:  Filed  Aug.  31,  1948.  [81] 


[Title  of  District  Court  and  Cause.] 
PRAECIPE  FOR  APOSTLES  ON  APPEAL 
To  the  Clerk  of  the  above  entitled  Court: 

Rice  Growers  Association  of  California,  a  corpor- 
ation, Damage  Claimant  and  Appellant  herein,  hav- 
ing appealed  to  the  United  States  Circuit  Court 
of  Appeals  for  the  Ninth  Circuit  from  the  Order 
Fixing  Amount  of  Liability  Fund  made  and  entered 
herein  by  the  above  entitled  Court  on  the  5th  day 
of  August,  1948,  you  are  hereby  requested  to  pre- 
pare and  certify  Apostles  on  Appeal,  in  accordance 
with  the  Stipulation  as  to  Apostles  on  Appeal 
entered  into  on  the  30th  day  of  August,  1948,  by 
and  between  Rice  Growers  Association  of  Califor- 
nia, a  corporation,  Damage  Claimant  and  Appel- 
lant herein,  and  Rederiaktieholaget  Frode,  a  cor- 
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poration,  PetitioiK^r  and  Appellee  herein,  and  filed 
herein  on  the  31st  day  of  August,  [82]  1948,  and 
to  file  said  Apostles  on  Appeal  in  said  Appellate 
Court  in  due  course. 

Dated  this  30th  day  of  August,  1948. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors  for  Damage  Claimant  and  Appellant,  Rice 
Growers  Association  of  California. 

(Acknowledgment  of  Service.) 

[Endorsed] :  Filed  Aug.  31,  1948.  [83] 


[Title  of  District  Court  and  Cause.] 

ORDER  EXTENDING  TIME  TO  DOCKET 

Good  cause  appearing  therefor,  it  is  hereby 
Ordered  that  the  Appellant  herein  may  have  to 
and  including  November  8,  1948,  to  file  the  Record 
on  Appeal  in  the  United  States  Circuit  Court  of 
Appeals  in  and  for  the  Ninth  Circuit. 

Dated  September  28,  1948. 

LOUIS  E.  GOODMAN, 

United  States  District  Judge.         J 

[Endorsed] :     Piled  Sc^pt.  28,  1948.  [84] 
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District  Court  of  the  United  States 
Northern    District    of    California 

CLERK'S  CERTIFICATE 

I,  C.  W.  Calbreath,  Clerk  of  the  District  Court 
of  the  United  States,  for  the  Northern  District  of 
California,  do  hereby  certify  that  the  foregoing  90 
pages,  numbered  from  1  to  90,  inclusive,  contain 
a  full  true,  and  correct  transcript  of  the  records 
and  proceedings  in  the  case  of  In  the  Matter  of 
Rederiaktiebolaget  Frode,  a  corporation,  for  exon- 
eration from  or  limitation  of  liability  as  owner  of 
the  steamship  ^'Frej'',  No.  25003-G,  as  the  same 
now  remain  on  file  and  of  record  in  my  office. 

I  further  certify  that  the  cost  of  preparing  and 
certifying  the  foregoing  transcript  of  record  on 
appeal  is  the  sum  of  $15.00  and  that  the  said 
amount  has  been  paid  to  me  by  the  Attorney  for  the 
appellant  herein.  And  I  further  Certify  that 
annexed  hereto  is  the  original  Citation  on  Appeal 
and  Admission  of  Service. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  the  seal  of  said  District  Court 
at  San  Francisco,  California,  this  29th  day  of 
October,  A.  D.  1948. 

(Seal)  C.  W.  CALBREATH, 

Clerk. 
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[Title  of  District  Court  and  Cause.] 

CITATION  ON  APPEAL 

United  States  of  America — ss. 

The  President  of  the  United  States  of  America 
to  Rederiaktiebolaget  Frode,  a  corporation,  peti- 
tioner and  appellee  herein,  Greeting: 

You  are  hereby  cited  and  admonished  to  be  and 
appear  at  a  United  States  Circuit  Court  of  Appc^al 
for  the  Ninth  Circuit  to  be  held  at  the  City  of 
San  Francisco,  in  the  State  of  California,  within 
forty  (40)  days  from  the  date  hereof,  pursuant 
to  an  order  allowing  an  appeal,  of  record  in  the 
clerk's  office  of  the  United  States  District  Court 
for  the  Northern  District  of  California,  wherein 
Rice  Growers  Association  of  California,  a  corpora- 
tion, is  damage  claimant  and  appellant,  and  you  are 
appellee,  to  show  cause,  if  any  there  be,  why  the 
Order  rendered  against  the  said  appellant,  as  in 
the  said  Order  Allowing  Appeal  mentioned,  should 
not  be  corrected,  and  why  speedy  justice  should  not 
be  done  to  the  parties  in  that  behalf. 

Witness,  the  Honorable  Louis  E.  Goodman, 
United  States  District  Judge  for  the  Northern  Dis- 
trict of  California,  this  20th  day  of  August,  1948. 

/s/  LOUIS  E.  GOODMAN, 

United  States  District  Judge. 
Attest: 
(Seal)  /s/  C.  W.  CALBREATH, 

Clerk. 
(Acknowledgment  of   Service.) 

[Endorsed] :  Filed  Aug.  25,  1948. 


J 
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In  the  Southern  Division  of  the  United  States 
District  Court  for  the  Northern  District  of 
California 

Before:  Hon.  Louis  E.  Groodman,  Judge. 

In  Admiralty— 25,003-G 

In  the  Matter  of  the  Petition  of  Rederiaktiebolaget 
Frode,  a  corporation,  for  exoneration  from  or 
limitation  of  liability  as  owner  of  the  Steamship 
Frej. 

REPORTER'S  TRANSCRIPT 

Monday,  August  16,  1948 
2:45  o'clock  p.m. 

xippearances :  For  the  Petitioner:  Clarence  G. 
Morse,  Esq.  For  the  Respondent :  George  H.  Hauer- 
ken,  Esq. 

The  Clerk :    In  re  petition  of  Frode. 

Mr.  Hauerken:  If  it  please  the  Court,  this  is  a 
limitation  of  liability  proceeding. 

Mr.  Morse:  If  it  please  the  Court,  we  are  the 
moving  parties  in  this  matter. 

Mr.  Hauerken:  I  don't  know  whether  counsel 
is  the  moving  party,  but  let  him  start  if  he  wishes 
to. 

Mr.  Morse:  This  is  in  connection  with  the  limi- 
tation  of  liability  bond,  this  matter. 

On  August  5th  this  Court  made  a  ruling,  a 
decision,  fixing  the  limitation  fund  at  two  hundred 
thirteen  thousand  dollars.  Because  Mr.  Hauerken 
indicated  he  was  planning  to  appeal  from  that 
motion,   we   made    a   formal   motion   at   this   time 
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rather  than  bringing  in  a  bond  in  the  amount 
fixed  in  the  order,  a  bond  for  the  approval  of  the 
Court.  Perhaps  in  A^ew  of  the  fact  that  Mr.  Hauer- 
ken  is  now  indicating  that  he  is  planning  to  ai)peal, 
it  miglit  l)e  inappropriate  at  this  time  to  reduce 
the  bond;  so  that  I  am  perfectly  frank  to  say 
that  T  think  that  the  motion  we  have  here  is 
meritorious,  but  if  Mr.  Hauerken  is  sincere  in  his 
statement  that  he  is  going  to  appeal,  the  probabil- 
ities are  that  if  he  makes  a  request  for  stay,  the 
apx)lication  would  be  granted  pending  his  filing  his 
appeal. 

The  Court:     Well,  what  motion  is  it? 

Mr.  Morse:  I  have  a  motion  for  an  order 
approving  a  new  bond  in  the  amount  fixed,  some 
two  hundred  thirteen  odd  thousand  dollars,  and 
an  application  for  an  order  exonerating  the  bond. 

The  Court:  Of  course  if  Mr.  Hauerken  is  going 
to  appeal,  I  think  he  is  entitled  to  have  the  status 
quo. 

Mr.  Morse:  That  is  w^hy  I  say  w^e  are  sort  of  in 
betwixt  and  between  on  this  motion. 

The  Court:    Is  that  all  that  is  before  the  Court? 

Mr.  Morse:  That  is  all  that  is  before  the  Court 
on  a  formal  motion,  yes  sir. 

Mr.  Hauerken:  As  a  matter  of  fact,  it  probably 
shouldn't  be  before  the  Court  on  a  formal  motion. 

Mr.  Morse:  Ordinarily,  I  would  have  presented 
the  matter  to  the  Court  in  the  chambers. 

Mr.  Hauerken:  On  August  5th  your  Honor 
ordered  a  judgment  fixing  the  liability  fund  in 
this  limitation  proceeding,  having  also  last  August 
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made  an  order  for  an  ad  interim  stipulation  and 
rc^ferred  the  matter  to  a  commissioner  for  the  pur- 
])ose  of  hearing.  Subsequent  thereto  we  entered  into 
an  agreed  statement  of  fact  which  was  submitted 
to  }'our  Honor  in  lieu  of  taking  the  matter  up  with 
Mr.  Fox,  and  your  Honor  made  this  order  fixing 
the  amount  of  liability  fund.  That  order  is  dated 
August  5th. 

We  intend  to  appeal.  Now  this  order  is  either  an 
interlocutory  order  which  requires  a  notice  of 
appeal  within  15  days,  or  it  is  a  final  order  which 
requires  a  notice  of  appeal  within  3  months.  I 
think  that  it  is  a  final  order,  but  I  want  to  be  cer- 
tain and  see  to  it  that  our  notice  of  appeal  is  on 
file  within  the  15  days  from  August  5th. 

Now  your  Honor  did  not  indicate  in  this  order 
whether  or  not  the  findings  should  be  filed.  We 
did  some  research  work,  and  while  we  found  some 
civil  cases  that  stated  that  where  a  matter  is  heard 
on  an  agreed  statement  of  fact  that  findings  should 
not  be  had,  yet  we  found  no  admiralty  cases.  We 
found  an  admiralty  case  which  went  up  on  appeal 
on  contested  issues,  w^hich  was  reversed  on  the  sole 
ground  that  no  findings  of  fact  were  entered  in  to. 
So,  not  wanting  to  find  ourselves  in  the  Appellate 
Court  and  having  the  Api^ellate  Court  say,  ''No 
judgment  has  been  entered,  therefore  you  are  pre- 
mature,'' we  prepared  and  submitted  to  counsel  a 
stipulation  that  the  order  that  your  Honor  made 
might  be  deemed  to  be  the  findings  of  fact  and 
conclusions  of  law  and  decree.  Counsel  refused  to 
sign  that  stipulation;  I  have  his  letter  here  saying 
that  he  refused  to  do  it. 
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W('  waited  the  five  days  prescribed  by  the  rules, 
for  counsel  to  submit  proposed  findings  of  fact, 
and  he  not  having  done  so,  we  then,  the  day  after, 
lodged  witli  th(^  Court  our  proposed  findings  of 
fact  and  conclusions  of  law  and  our  proposed 
decree.  There  is  no  provision  for  the — shall  we  say 
— successful  litigant  thereafter  to  file  a  proposed 
findings  of  fact,  but  they  were  served  on  me  this 
morning  after  Court  had  started. 

So  the  matter  before  the  Court,  and  as  formally 
as  we  could  present  it,  was  that  after  this  five 
day  period  had  elapsed  wherein  the  other  side  might 
propose  to  your  Honor  findings  of  fact  and  con- 
clusions of  law,  we  lodged  them  with  the  Clerk 
and  they  are  now  before  your  Honor.  In  that,  we 
suggest  that  there  should  be  a  stay  of  execution 
until  the  appeal  on  this  particular  matter  has  been 
concluded. 

On  Thursday,  and  not  five  days  before  the  date 
of  this  hearing,  counsel  i)resented  a  formal  motion 
wherein  they  purport  to  exonerate  the  old  bail, 
yet  not  within  the  five  day  time.  We  waived  that; 
therefore  there  is  the  only  pretence  of  formality  in 
this  matter  being  on  the  law  and  motion  calendar. 

As  I  say,  we  are  going  to  file  a  notice  of  appeal, 
and  I  would  like  to  be  in  a  position  to  do  that 
wdthin  15  days.  So  your  Honor  can  either  reject 
everything  and  conclude  that  the  order  that  you 
made  is  all  that  needs  to  be  done,  in  which  event 
we  will  appeal  from  that  order — and  the  Appellate 
Court  might  say  that  that  is  not  formal  enough. 
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The  Court:  We  can  take  care  of  that  right  now 
hy  making  the  proper  record.  However,  in  these 
limitation  of  liability  proceedings,  there  is  more 
to  it  than  just  the  Court  fixing  the  amount. 

Mr.  Hauerken :    Oh  yes. 

1'he  Court:  In  this  very  proceeding  the  matter 
of  exoneration  has  to  be  determined,  and  that  is 
the  trial  of  the  case,  isn't  it  really? 

Mr.  Hauerken:  Yes.  All  your  Honor  did,  your 
Honor  made  something  in  the  nature  of  a  memor- 
andum on  the  fixing  of  the  value  at  so  much.  But 
you  did  not  make  any  order  reducing  the  bond: 
therefore  there  is  really  nothing  for  us  to  appeal. 
That  is,  it  may  be  so  argued. 

The  Court:  Let's  assume  that  we  went  on  and 
determined  the  matter  of  exoneration  of  liability, 
and  irrespective  of  whicli  way  it  would  go,  either 
side  would  take  an  appeal.  Suppose  you  were  the 
appealing  party,  for  argument's  sake.  You  could 
still  raise  in  that  appeal  the  same  question. 

Mr.  Hauerken:  Here  is  the  practical  difficulty. 
Right  now  Sweden  enjoys  a  certain  amount  of 
freedom,  even  with  their  exchange  difficulties.  x\nd 
in  spite  of  that  exchange,  we  are  going  after  this 
bond  if  we  are  successful  in  this  litigation.  Right 
now  Sweden  is  not  within  the  Iron  Curtain ;  maybe 
a  year  or  so  from  now  she  may  be.  We  are  not 
interested  so  much  in  a  personal  judgment  against 
this  Swedish  Steamship  Company  as  we  are  in 
securing  a  judgment  against  the  Royal  Indemnity 
Company,  which  is  the  guarantor  on  this  bond. 
Ji  is  a  very  practical  difficulty. 
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The  Court:  At  least  to  the  extent  oi'  the  ad 
interim  stipulation,  the  status  quo  could  be  main- 
tained ? 

Mr.  Hauerken:  If  \hv  ad  interim  stipulation 
\v(^re  maintained,  that  would  suit  me  fine. 

The  Court :  Well  I  would  think  Mr.  Morse  prac- 
tically agreed,  unless  I  misunderstood  him,  witli 
that,  that  a^ou  were  entitled,  as  I  think  any  litigant 
would  be  under  the  circumstances  to  a  stay  of  the 
actual  execution  so  that  eventually  if  it  is  deter- 
mined that  this  order  which  I  made  is  incorrect,  to 
the  extent  of  the  ad  interim  stipulation  you  would 
be  protected  during  the  appeal. 

Mr.  Hauerken:  The  only  further  order  that  T 
w^ant,  your  Honor,  is  this :  In  this  proposed  findings 
of  fact,  we  have  incorporated  by  reference  the 
agreed  statement  of  facts,  and  in  the  conclusions 
of  law  we  have  purported  to  say  that  which  your 
Honor  has  done.  I  would  prefer  to  appeal  from 
a  formal  order  predicated  upon  the  findings  of 
fact  and  conclusions  of  law,  and  then  to  appt^al 
from  this. 

The  Court:  How  can  I  make  any  findings  of 
fact  in  a  case  in  which  the  facts  are  stipulated  to 
and  where  there  was  by  agreement  submitted  to 
the  Court  merely  a  question  of  law  as  to  the  time 
at  which  the  value  should  be  affixed? 

Mr.  Hauerken:  I  think  that  you  are  entirely 
correct  in  that,  your  Honor,  but  the  Appellate 
Courts  sometimes  say,  ''You  should  have  done 
this."  Now  if  your  Honor  will  either  do  or  not  do, 
and  whatever  you  do,  we  are  satisfied  with  it.  I 
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will  put  it  that  way,  that  is,  so  long  as  we  get  a 
stay. 

The  Court:  Well  I  will  say  for  the  record  now, 
for  whatever  protection  it  will  afford  to  thp 
aggrieved  party,  that  I  intend  the  order  which  I 
filed  as  being  final,  that  I  did  not  regard  it  as 
necessary  to  file  any  findings  of  fact  in  the  matter 
because  of  the  fact  that  the  precise  issu.e  was  sub- 
mitted to  me  on  a  stipulation  of  facts,  and  by  agree- 
ment the  Court  determined  a  matter  of  law,  and 
for  that  reason,  this  Court  states  this  is  the  order 
that  the  Court  made,  that  it  doesn't  need  any 
findings  of  fact  and  that  in  the  event  counsel  wish 
to  appeal,  that  they  are  entitled  to,  and  the  Court 
holds  that  they  may,  appeal  from  that  same  order 
of  the  Court.  Now  that  is  the  intention  of  the 
Court,  so  that  my  colleagues  in  the  Appellate  Court, 
when  they  read  this  statement  of  what  took  place 
today,  may  find  no  confusion  in  their  minds.  That 
is  what  this  Court  intended. 

Xow  that  is  the  basis  upon  which  the  Appellate 
Court  has  ruled  in  several  of  these  cases  heretofore 

where  there  has  been  doubt. 

*  *  *  * 

CERTIFICATE  OP  REPORTER 

I,  (Illegible),  Official  Reporter,  pro  tem  certify 
that  the  foregoing  14  pages  is  a  true  and  correct 
transcrii)t  of  the  matter  therein  contained  as 
reported  by  me  and  thereafter  reduced  to  type- 
writing, to  the  best  of  my  ability. 

[Endorsed]:  Piled  Sept.  15,  1948. 
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[Endorsed]:  No.  12074.  United  States  Court  of 
Apix^als  for  the  Nintli  Circuit.  Rice  Growers  Asso- 
ciation of  California,  a  Corporation,  Api)ellant, 
vs.  Rederiaktiebola.^-et  Frode,  a  Corporation,  Owner 
of  tlie  Steamship  ''Frej'',  Appellee.  Apostles  on 
Appeal.  Appeal  from  tlie  District  Court  of  the 
United  States  for  th(^  Northern  District  of  Cali- 
fornia, Soutliern  Division. 

Filed  October  29,  1948. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for 
the    Ninth    Circuit. 


[Title  of  District  Court  and  Cause.] 

STIPULATION  SUPPLEMENTING  STIPU- 
LATION AS  'VO  APOSTLES  ON  APPEAL 
AND  AMENDING  PRAECIPE  FOR  APOS- 
TLES ON  APPEAL 

It  Is  Hereby  Stipulated  by  and  between  Rice 
Growers  Association  of  California,  a  corporation, 
Damage*  Claimant  and  appellant  herein,  and  Reder- 
iaktiebolag(4  Frodc^  a  cori)oration.  Petitioner  and 
a])])ell(H'  h(M-(nn,  through  their  respective  proctors 
and  j)ursuant  to  Rule  37(4)  of  the  Rules  of  the 
United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit, that  the  clahn  filed  herein  on  September  8th, 
1947,  by  said  Rice  Growers  Association  of  Cali- 
foi-nia  shall  be  added  to  the  Apostles  on  Appeal 
ill   the  above-entitled  cause. 


vs.  BederiaMiebolaget  Frode  75 

It  is  hereby  Further  Stipulated  that  said  Apos- 
tles on  Appeal  shall  include  this  Stipulation. 

And  it  is  hereby  Further  Stipulated  that  the 
Praecipe  for  Apostles  on  Appeal  heretofore  filed 
lierein  and  directed  to  the  Clerk  of  the  above- 
entitled  Court  shall  be  deemed  amended  to  the 
extent  necessary  to  carry  out  the  terms  of  this 
Stipulation. 

Dated  this  23rd  day  of  December,  1948. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors   for   Rice   Growers   Association   of   Cali- 
fornia Damage  Claimant  and  Appellant. 

/s/  CLARENCE  G.  MORSE, 
/s/  GRAHAM  &  MORSE, 
Proctors  for  Rederiaktiebolaget  Frode  Petitioner 
and  Appellee. 

[Endorsed]:  Piled  December  23,  1948.  Paul  P. 
O'Brien,  Clerk. 
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CLAIM 

And  now  comes  the  Rice  Growers  Association  of 
California  in  the  above  matter  and  makes  claim 
against  the  above  named  Rederiaktiebolaget  Frode, 
a  corporation,  and  of  said  S.S.  ''Frej",  as  follows: 

(a)  At  all  times  herein  mentioned,  claimant  was 
and  now  is  a  corporation  organized  and  existing 
under  and  by  virtue  of  the  laws  of  the  State  of 
California. 
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(]))  At  all  times  herein  mentioned,  petitioner 
was  and  now  is  the  owTiei'  and  operator  of  the 
Steamship  ''Frej''  which  was  and  now  is  a  general 
ship  (^ngaged  in  the  common  carriage  of  merchan- 
dise for  hire  between,  amongst  others,  the  Port 
of  San  Francisco,  California,  and  the  Port  of 
Havana,  Cuba. 

(c)  On  or  about  iVpril  29,  1947,  claimant 
delivered  to  the  said  Steamship  '^FreJ"  and  to 
pc^titioner,  at  the  Port  of  San  Francisco,  certain 
shipuK^nts  of  rice  in  good  order  and  condition,  to 
be  carried  from  said  Port  of  San  Francisco  to 
tli(^  Port  of  Havana,  Cuba,  there  to  be  delivered 
in  like  good  order  and  condition  as  when  shipped, 
tu  th(^  order  of  claimant,  arrival  notice  to  be 
addressed  to  various  consignees  as  hereinafter  set 
forth,  and  that  said  shij)ments  wer(^  made  in  con- 
sideration of  an  agreed  freight  in  the  total  sum 
of  On(^  Hundred  One  Thousand  Nine  Hundred 
Seventy-seven  and  03/100  ($101,977.03)  Dollars,  as 
hereinafter  set  forth,  and  in  accordance  with  the 
terms  of  eighteen  (18)  bills  of  lading,  as  herein- 
after' s(^t  forth,  then  and  there  signed  and  delivered 
to  claimant  by  the  duly  authorized  agent  and/or 
re])resentative  of  petitioner  and  of  said  Steamship 
^^Frej''. 

The  bills  of  lading  numbers,  the  notify  addressees, 
the  description  of  each  shipment  and  the  freight 
paid  oil  each  shi])m{rit,  are  as  follows: 

B/L  No.  Notify  Addressee  Shipment  Freight 

1  Hijos  De  Pio  Ferra.  S.A.  6.000  cases  )        (i>inoiotr7 

■7  f\i\i\        I    \        3^10,219.57 
7,0()U  sacks) 

2  Hijos  De  Pio  Ferra.  S.A.  8.000  cases  4,151.90 
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B/L  No.             Notify  Addressee                  Shipment  Freight 

3  Hijos  De  Pio  Ferra,  S.A.  14000  sacks  $14,211.79 

4  Messrs.  Aguilera,  Marganon 

y  Cia  10,000  sacks  10,151.56 

5  Messrs.  Aguilera,  Margannon 

y  Cia  1,000  sacks  1,016.06 

6  Messrs.  Aguilera,  Marganon 

y  Cia  10,000  sacks  10,151.56 

7  Messrs.  Aguilera,  Marganon 

y  Cia  10,000  sacks  10,151.56 

8  Pinan,  Arxer  y  Cia,  S.enC.  1,000  sacks  1,016.06 

9  Pinan,  Arxer  y  Cia,  S.enC.  2,000  cases  1,038.73 

10  J.  Perez,  S.  A.  3,000  cases  1,557.59 

11  J.  Perez,  S.  A.  3,000  sacks  3,046.17 

12  F.  Bonet-y-Cia,  S-enC                     1,000  sacks  1,016.06 

13  F.  Bonet-y-Cia,  S-enC                     1,000  sacks  1,016.06 

14  Carvajal-y-Cia,  S-enC  8,000  cases  4,151.90 

15  Carvajal-y-Cia,  S-enC  7,000  cases)  qoie;qc; 

5,500  sacks) 

16  Carvajal-y-Cia,  S-enC  13,500  sacks  13,704.26 

17  Pelaez,  Pirez,  y  Cia  6,000  cases  3,114.18 

18  Pelaez,  Pirez,  y  Cia  3,000  sacks  3,046.17 

Thereafter,  said  Steamship  '^Prej''  having  on 
board  said  merchandise,  sailed  from  the  Port  of 
San  Francisco,  en  route  to  the  Port  of  Havana, 
Cuba. 

(d)  While  still  in  San  Francisco  Bay,  and  on 
May  6,  1947,  a  fire  started  in  the  boiler-room  of 
said  vessel  thereafter  spreading  to  the  engine-room 
and  the  No.  3  compartment.  That  the  rice  loaded  in 
the  No.  2  and  No.  3  compartments  was  badly  dam- 
aged and/or  destroyed  by  fire,  smoke  and  water 
used  to  extinguish  the  fire.  Thereafter,  the  entire 
cargo  was  discharged  at  San  Francisco.  Thereafter 
the  cargo  previously  loaded  in  the  Nos.  1,  4  and  5 
compartments  was  reloaded  in  said  vessel,  having 
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siiff(']'(»d  sonu'  liandliiig  damage,  and  said  vessel 
and  the  riee  loaded  in  Nos.  1,  4  and  5  compartments 
arc  now  proc(H'ding  to  Havana,  Cuba,  to  complete* 
tile  voyage  contracted  for  in  said  bills  of  lading. 
Some  of  the  damaged  rice  discharged  from  No.  2 
and  o  compartments  was  reconditioned,  as  much 
as  reconditioning  could  be  effected,  and  then  sold, 
and  some  of  said  rice  was  sold  in  its  condition  as 
discharged  from  said  vessel.  That  reconditioning 
charges,  surveyors'  fees,  transportation  and  other 
ex])enses  were  incurred  by  claimant  to  minimize 
and  fix  the  loss  and/or  damage  aforesaid. 

(e)  A  salvage  claim  of  Fifty  Thousand  ($50,000) 
Dollars  has  ])e(^n  made  by  tlu^  Shipowners  and 
Merchants  Tugboat  Company,  a  corporation,  and 
Shipowners  &  Merchants  Towboat  Co.,  Ltd.,  a  cor- 
j)oration,  and  a  libel  has  been  filed  in  this  court 
l)nrsuant  thert^to  under  Proceeding  No.  25008-R, 
in  Admiralty,  seeking  recovery  of  the  sum  of 
Fifty  lliousand  ($50,000)  Dollars  from  the  Steam- 
ship ''Frej''  and  the  cargo  of  rice  described  in 
paragraph    (c)    of    this    claim. 

(f)  Said  fire  was  proximately  caused  by  thr 
design  or  neglect  of  petitioner  in  that 

(1)  The  said  vc^ssel  being  unseaworthy  at  the 
time  of  h(M-  purchase  by  petitioner  in  March-April, 
If)47,  owing  to  the  large  amount  of  free  oil  on 
the  tank  to])s  immediately  below  the  boilers  and 
a  hu'ge  amount  of  free  oil  in  the  engine-room 
bilges,  and  a  large  amount  of  oil  immediately 
forward  and  to  the  side  of  the  boilers  on  the 
forward  boiler-room  bulkhead  and  the  skin  of  the 
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ship,  petitioner  took  no  steps  at  any  time  to  elimi- 
nate this  fire  hazard  but  petitioner  sent  said  vessel 
on  her  said  voyage  in  said  condition,  and 

(2)  Knowing  the  said  vessel  to  be  unsea worthy 
at  the  time  of  her  purchase  by  petitioner  in  March- 
April,  1947,  owing  to  a  large  amount  of  free 
oil  on  the  tank  tops  immediately  below  the  boilers, 
and  a  large  amount  of  free  oil  in  the  engine-room 
bilges,  and  a  large  amount  of  oil  immediately  for- 
ward and  to  the  side  of  the  boilers  on  the  forwaid 
boiler-room  bulkhead  and  the  skin  of  the  shij), 
petitioner  took  no  steps  at  any  time  to  eliminate 
this  fire  hazard  but  petitioner  sent  said  vessel  on 
her  said  voyage  in  said  condition,  and 

(3)  Knowing  the  said  vessel  to  be  unseaworthy 
before  and/or  at  the  beginning  of  the  voyage  owing 
to  a  large  amount  of  free  oil  on  the  tank  to])s 
immediately  below  the  boilers,  and  a  large  amount 
of  free  oil  in  the  engine-room  bilges,  and  a  large 
amount  of  oil  immediately  forward  and  to  the 
side  of  the  boilers  on  the  forward  boiler-room  bulk- 
head and  the  skin  of  the  ship,  petitioner  sent  said 
vessel  on  her  said  voyage  in  said  condition,  and 

(4)  The  said  vessel  being  unseaworthy  at  the 
time  of  her  said  purchase  due  to  insufficient  fire- 
fighting  equipment,  petitioner  took  no  steps  at 
any  time  to  remedy  this  lack,  but  petitioner  sent 
said  vessel  on  her  said  voyage  in  said  condition, 
and 

(5)  Knowing  the  said  vessel  to  be  unseaworthy 
at  the  time  of  her  said  purchase  due  to  insufficient 
fire-fighting    equipment,    petitioner    took    no    steps 
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at  any  time  to  remedy  this  lack  but  petitioner 
sent  said  vessel  on  hev  said  vo}'age  in  said  condi- 
tion, and 

(())  Knowing  the  said  vessel  to  be  unsea worthy 
before  and  at  the  l)eginning  of  tlie  voyage  in  that 
said  vessel  did  not  have  on  board  and  on  duty 
comjjetent  engine-room  officers  and  crew^,  petitioner 
sent  said  vessel  on  her  said  voyage  in  said  condi- 
tion. 

By  reason  of  the  premises,  the  fire  from  the  star- 
l)oard  boiler  w^as  communicated  to  the  oily  fire-room 
])nlkhead  and/or  the  oily  skin  of  the  ship  and/oi* 
to  the  free  oil  on  the  tank  tops  innnediately  below 
the  starboard  boiler  and  then  to  the  free  oil  in 
the  engine-room  bilges,  or  having  started,  was  not 
])romptly  extinguished. 

(g)  Many  sacks  and  cases  of  rice  originally 
loaded  in  No.  2  and  3  compartments  were  damaged 
aiid/or  destroyed  and  the  damaged  rice  retained 
and  disposed  of  in  San  Francisco  and  Sacramento, 
California.  The  balance  of  the  rice  suffered  some 
handling  damage,  the  exact  nature  and  extent  of 
which  is  unknown  to  claimant  at  this  time.  To  the 
best  information  and  belief  of  claimant,  the  loss 
aiid/or  damage  and/or  expense  as  a  result  of  said 
iirr  was  and  is: 

Rice  damaged  and/or  destroyed  by  fire  and/or  smoke  and/or  water 
and  sold  at  San  Francisco  and  Sacramento: 

B/L  No.  Notify  Addressee  C.I.F.  Value 

1,  2,  3  Hijos  De  Pio  Ferra,  S.  A S  81,760.31 

4,  5,  6,  7  Aguilera,  Marganon  y  Cia  154,249.59 

8, 9  Pinan.  Arxer  &  Cia.  S.  en  C 438.22 

10.  11  J.  Perez,  S.  A 19,333.11 

12.  13  F.  Bonet  y  Cia  158.34 
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B/L  No.  Notify  Addressee  C.I.F.  Value 

14,  15,  16         Carvajal  y  Cia,  S.  en  C $114,429.10 

17,  18  Pelaez,  Pirez  y  Cia  42.47 

S370,411.14 
Less  salvage  proceeds  on  the  sale  of  said  rice 129,191.26 

$241,219.88 

The  following  expenses  were  incurred  in  reconditioning,  sale,  sur- 
vey, etc.: 

California  Dehydrating  Co. — reconditioning  S  19,273.06 

River  Lines — Transportation  to  dehydrating  plant 7,780.12 

P.  J.  Seale  &  Associates — Commission  on  sale  of 

damaged  rice  8,608.73 

Genereaux  &  Hansen — Survey  fee  100.00 

Cost  of  cartons  to  repack 28.46 

Department  of  Agriculture  318.70 

Estimated  Surveyors'  fees  25,000.00 


$302,328.95 
Estimated    handling    damages    which    cannot    be    ascer- 
tained until  the  S.S.  "Frej"  arrives  at  Havana,  Cuba, 
and  the  cargo  in  Nos.  1,  4  and  5  compartments  is  dis- 
charged and  surveyed  50,000.00 


Total $352,328.95 

Claimant  reserves  the  right  to  amend  the  claim 
herein  advanced  at  such  time  as  the  actual  loss 
and/or  expense  and/or  damage  is  ascertained,  this 
not  being  possible  at  this  time  owing  to  the  fa(*t 
that  the  S.S.  ''Frej''  and  her  cargo  have  not  yet 
arrived  at  destination. 

(h)  Prior  to  the  date  hereof,  and  by  written 
assignment,  claimant  became  the  owner  of  the 
damaged  and  destroyed  cases  and  sacks  of  rice 
hereinabove  mentioned  with  respect  to  all  of  the 
named  addressees,  except  Pinan,  Arxer  y  Cia,  S. 
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en  C,  and  is  entitled  to  maintain  tlie  claim  herein 
set  forth. 

On  all  shipments  mentioned  herein  and  including 
those  in  which  Pinan  Arxer  y  Cia,  S.  en  C,  are 
the  notifying  addressees,  claimant  has  been  author- 
ized in  writing  to  prosecute  these  claims. 

(i)  Claimant  and/or  the  various  notify 
addressees  have  performed  all  of  the  conditions 
l)recedent  contained  in  the  contract  of  carriage  on 
tlieir  ])art  to  be  performed. 

(j)  By  reason  of  the  premises,  claimant  has 
sustained  damage  in  the  sum  of  Three  Hundred 
Fifty-two  Thousand  Three  Hundred  Twenty-eight 
and  95/100  ($352,328.95)  Dollars,  together  with 
interest  thereon  at  the  rate  of  Seven  (7%)  Percent 
per  annum  from  May  6,  1947,  until  paid. 

(k)  Said  S.S.  ^^Frej^'  and  petitioner,  and  each 
of  tliem,  carelessly  and  negligently  mixed  said 
sJiipments  of  rice  on  loading  in  San  Francisco, 
California.  That  said  shipments  were  separately 
marked  and  are  of  different  grades  and  values. 
Til  at  the  reasonable  cost  of  re-piling  and  segre- 
gating said  shipments  according  to  mark  and  grade 
and  A'alue  as  when  delivered  to  said  S.S.  ''Frej'' 
and  petitioner,  and  each  of  them,  would  be  and  is 
'Thr(H'  Thousand  Nine  Hundred  Thirty-five  and 
08  100  ($3,935.08)  Dollars.  By  reason  of  the  prem- 
ises, claimant  has  sustained  damage  in  the  sum  of 
TJirec^  lliousand  Nine  Hundred  Thirty-five  and 
08/100  ($3,935.08)  Dollars,  together  with  interest 
tlit'r(H)ii  at  the  rate  of  Seven  (7%)  Percent  per 
annum  from  May  6,  1947,  until  paid. 

It  is  not  now  possible,  and  will  not  be  possible 
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before  the  legal  adjudication  thereof  to  state  the 
amount  of  salvage  and  other  claims  allowed  or 
]3roved  against  said  cargo;  l3ut  claimant  makes 
further  claim  in  addition  to  its  damages  for  the 
loss  of  and/or  damage  to  said  cargo  and  makes 
such  claim  against  Rederiaktiebolaget  Frode  and 
said  S.S.  ^'Frej''  for  all  such  sums  as  may  be 
allowed  or  adjudged  against  said  cargo,  and  hereb\ 
give  notice  of  its  intention  to  hold  Rederiaktiegol- 
aget  Frode  and  S.S.  ^^Frej''  responsible  for  all  sal- 
vage and  other  expenses  which  said  cargo  and  its 
owners  and  claimant  may  sustain  by  reason  of  the 
said  fire  or  otherwise,  and  for  all  moneys  which 
said  cargo  and  its  owners  and  claimant  may  be 
called  upon  to  pay  other  persons,  firms  and  cor- 
])orations  by  reason  thereof. 

/s/  GEORGE  H.  HAUERKEN, 

/s/  HAUERKEN,   AMES   & 
ST.  CLAIR, 
Proctors  for  Rice  Growers  Association  of  Califor- 
nia, a  corporation,  Claimant. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

George  H.  Hauerken,  being  first  duly  sworn, 
deposes   and  says: 

That  he  is  one  of  the  proctors  for  the  Rice 
Growers  Association  of  California,  claimant  herein : 
that  he  had  read  the  foregoing  claim  and  knows 
th(^  contents  thereof.  That  the  same  is  true  of  his 
own  knowledge,   except  as  to  the  matters  therein 
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stated  to  l)e  alleged  upon  information  and  belief 
and  as  to  those  matters  be  believes  it  to  ])e  true. 

The  sources  of  his  information  and  the  grounds 
for  his  belief  as  to  the  matters  therein  stated  to  be 
alleged  upon  information  and  belief  are  statements 
and  records  contained  in  your  affiant's  office. 

The  reason  this  verification  is  not  made  by  an 
officer  of  the  claimant  corporation  is  that  none  of 
the  officers  of  said  corporation  are  now  within  the 
County  in  which  your  affiant  has  his  offices. 

/s/  GEORGE  H.  HAUERKEN. 

Subscribed  and  sworn  to  before  me  this  8th  day 
of  September,  1947. 

(Seal)  ALFRED  D.  MARTIN, 

Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

(Affidavit  of  Service  by  Mail.) 

[Endorsed]:  Filed  Sept.  8,  1947. 


United  States  of  America, 
Northern  District  of  California — ss. 

I,  C.  W.  Calbreath,  Clerk  of  the  United  States 
District  Court  for  the  Northern  District  of  Cali- 
fornia, do  hereby  certify  the  foregoing  to  be  full, 
true  and  correct  copies  of  the  Stipulation  Supple- 
menting Stipulation  as  to  Apostles  on  Appeal  and 
Amending  Praecipe  for  Apostles  on  Appeal,  and 
Claim  of  Rice  Growers  Association  of  California, 
filed  September  8,  1947,  in  the  Matter  of  the  Peti- 
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tion  of  Rederiaktieholaget  Erode,  a  corporation 
for  Exoneration  from  or  Limitation  of  Liability  of 
the  Ownership  of  the  Steamship  ''Frej",  Case  No. 
25003-G  in  Admiralty  as  the  same  now  remains  on 
file  and  of  record  in  this  office. 

Attest  my  hand  and  the  seal  of  tlie  said  United 
States  District  Court,  Northern  District  of  Cali- 
fornia, at  San  Francisco,  California,  this  23rd  day 
of  December,  A.  D.  1948. 

(Seal)  C.  W.  CALBREATH, 

Clerk. 

[Endorsed]:  Filed  Deceml)er  23,  1948.  Paul  P. 
OT^rien,  Clerk. 


United  States  Court  of  Appeals 
For  the  Ninth  Circuit 

No.  12074 

RICE    GROWERS    ASSOCIATION   OF    CALI- 
FORNIA, a  corporation, 

Appellant, 

vs. 

REDERIAKTIEBOLAGET    FRODE, 
a  corporation. 

Appellee. 

APPELLAN'T'S  STATEMENT  OF  POINTS 
RELIED  UPON  ON  APPEAL 

Appellant,  Rice  Growers  Association  of  Cali- 
fornia, a  corporation,  hereby  refers  to  points  (1) 
to  (9),  inclusive,  of  its  Assignment  of  Errors 
heretofore  filed  with  the  Clerk  of  the  United  States 
District  Court,  in  and  for  the  Southern  Division 
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of  the  Northern  District  of  California,  and  certificnl 
to  the  above  entitled  Court  by  said  Clerk  as  part 
of  the  record  on  appeal,  and  adopts  the  same  as  its 
statement  of  points  relied  upon  on  appeal  in 
accordance  with  the  provisions  of  Rule  19,  subd.  (> 
of  the  Rules  of  the  above  entitled  Court. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors  for  Appellant. 

(Acknowledgment  of  Service.) 

[Endorsed]:    Filed   October   29,    1948.    Paul    P. 
O'Brien,  Clerk. 


[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

STIPULATION  AS  TO  PARTS  OF  RECORD 
NECESSARY  FOR  CONSIDERATION  AND 
TO  BE  PRINTED 
It  Is  Hereby  Stipulated  hy  and  ))etween  Rice 
Growers  Association  of  California,  a  corporation. 
Damage  Claimant,  and  appellant  herein,  and  Reder- 
iaktiebolaget  Frode,  a  corporation,  petitioner  and 
appellee  herein,  through  their  respective  proctors 
and  pursuant  to  Rule  19(6)  and  Rule  37(4)  of 
the  Rules  of  the  above  entitled  Court,  that  the 
following  parts  of  the  record  certified  to  the  above- 
entitled  Court  by  the  clerk  of  the  United  States 
District  Court  for  the  Northern  District  of  Cali- 
fornia, Southern  Division,  are  necessary  for  the 
consideration  of  the  appeal  in  the  above-entitled 
Court  and  are  to  be  printed: 


\ 
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1.  Petition  for  Limitation  of  Liability.  (Record, 
Vol.  1,  pp.  1-10  incl.) 

2.  Stipulation  re  Amount  of  Ad  Interim  Stipu- 
lation of  Value  Pending  Appraisement.  (Record, 
Vol.  1,  pp.  11-12  incl.) 

3.  Ad  Interim  Stipulation  for  Value  Pending- 
Appraisement.  (Record,  Vol.  1,  pp.  13-15  incl.) 

4.  Order  for  Ad  Interim  Stipulation.  (Record, 
Vol.  1,  pp.  16-17  incl.) 

5.  Order  of  Reference  for  Appraisement.  (Rec- 
ord, Vol.  1,  pp.  18-19  incl.) 

6.  Amended  Order  for  Monition,  Fixing  Time 
and  Place  for  Filing  Claims  and  Restraining 
Actions.  (Record,  Vol.  1,  pp.  20-23  incl.) 

7.  Answer  of  Rice  Growers  Association  of  Cali- 
fornia to  Petition  for  Limitation  of  Liability. 
(Record,  Vol.  1,  pp.  24-35  incl.) 

8.  Order  Noting  Defaults.  (Record,  Vol.  1,  pp. 
36-39  incl.) 

9.  Stipulation  re  Value,  including  Exhibits  ''B'' 
and  ^^C"  thereto.  (Record,  Vol.  1,  pp.  40-44  incl.) 

10.  Order  Fixing  Amount  of  Liability  Fund. 
(Record,   Vol.   1,   pp.   45-46   incl.) 

11.  Petition  for  Appeal.  (Record,  Vol.  1,  p.  67.) 

12.  Notice  of  General  Appeal.  (Record,  Vol.  1, 
pp.  68-69  incl.) 

13.  Order  Allowing  Appeal.  (Record,  Vol.  1, 
p.  70.) 

14.  Assignment  of  Errors.  (Record,  Vol.  1,  pp. 
71-73  incl.) 

15.  Stipulation  as  to  Service  of  Papers  on 
Appeal.   (Record,  Vol.  1,  pp.  77-78  incl.) 
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16.  Stipulation  as  to  Apostles  on  Appeal.  (Rec- 
ord, Vol.  1,  i)p.  79-81  incl.) 

17.  Praecipe  for  Apostles  on  Appeal.  (Record, 
Vol.  1,  pp.  82-83  incl.) 

18.  Order  Extending  Time  to  Docket.  (Record, 
Vol.  1,  p.  84.) 

19.  Certificate  of  Clerk  of  District  Court  of 
the  United  States,  Northern  Division  of  California, 
to  Transcript  of  Record  on  Appeal.  (Record,  Vol. 
1,  p.  91.) 

20.  Citation  on  Appeal.  (Record,  Vol.  pp.  92-9:5 
incl.) 

21.  The  following  part  of  the  Reporter's  Tran- 
script of  the  proceedings  at  the  hearing  had  before 
the  Honorable  Louis  E.  Goodman  on  the  16th  day 
of  August,  1948: 

Beginning  at  page  2,  line  three  thereof  to  and 
including  page  8,  line  20  thereof.  (Record,  Vol. 
2.) 

22.  Certificate  of  Reporter  to  Reporter's  Tran- 
script.   (Record,   Vol.   2.) 

23.  Claim  of  Rice  Growers  Association  of  Cali- 
fornia.  (Supplement  to  Record  on  Appeal.) 

24.  Stipulation  Supplementing  Stipulation  as  to 
Apostles  on  Appeal  and  Amending  Praecipe  for 
Apostles  on  Appeal.  (Supplement  to  Record  on 
Appeal.) 
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25.  Appellant's     Statement     of     Points     Relied 
Upon  on  Appeal  filed  in  the  above-entitled  Court. 

26.  This  Stipulation. 

Dated  this  23rd  day  of  December,  1948. 

/s/  GEORGE  H.  HAUERKEN, 
/s/  HAUERKEN  &  ST.  CLAIR, 
Proctors  for  Damage  Claimant  and  Appellant,  Rice 
Growers  Association  of  California. 

/s/  CLARENCE  G.   MORSE, 
/s/  GRAHAM  &  MORSE, 
Proctors  for  Petitioner  and  Appellee,  Rederiaktie- 
bolaget Erode. 

[Endorsed]:  Piled  December  23,  1948.  Paul  P. 
O'Brien,   Clerk. 


No.  12,074 

IN  THE 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


c 


Rice   Growers  Association  of   Cali- 
fornia (a  corporation), 

Appellant, 

vs. 

Rederiaktiebolaget  Frode    (a   corpo- 
ration),   Owner    of   the    Steamship 

^^Frej", 

Appellee. 


APPELLANT'S  OPENING  BRIEF. 


FILE 


George  H.  Hauerken, 
Hauerken  &  St.  Clair, 

'p  lU    -^  w     IQ/IQ  535  Russ  Building.  San  Francisco  4,  California, 

•      Proctors  for  Appellants, 


PaBNAU-WALSH  PBINTINQ  CO.  .  SAN  ITP-AWmHOO 


Subject  Index 

Page 
Jurisdiction  of  the  District  Court  and  of  this  honorable  court       2 

Statement  of  the  case   3 

Specifications  of  error  7 

Argument   7 

(1)  Specifications  of  Error  1,  2,  4,  5,  6,  7  and  8 7 

(a)  The  limitation  fund  is  to  be  determined  as  of  the 
end  of  the  voyage 8 

(b)  Under  the  maritime  law,  Frode  had  no  right  to 
abandon  the  voyage    12 

(c)  The  bills  of  lading  gave  Frode  no  greater  right  to 
abandon  the  voyage  16 

(d)  Since  Frode  had  no  right  to  abandon  the  voyage 
in  San  Francisco,  the  purported  abandonment  was 
an  unlawful  act  which  cannot  fix  the  date  as  of 
which  the  limitation  fund  is  to  be  determined.  ...     20 

(2)  Specification  of  Error  9  22 

(3)  Specification  of  Error  3  23 

Conclusion 25 


Table  of  Authorities  Cited 

Cases  Pages 

A.ssicurazioni    Gcnerali    v.    SS.    Bessie    Morris    Co.    (1892), 
1  Q.  B.  571  ^. .  ^      . .  .. .... .....  ...,^,.^  .. .  -^vv.  w  .  t       1* 

Ellis  V.  Atlantic  Mut.  Ins.  Co.,  108  U.  S.  342,  2  S.  Ct.  746, 
27  L.  ed.  747 15 

Hartford  Accident  &  Indemnity  Co.  v.  Southern  Pacific  Co., 
273  U.  S.  207,  47  S.  Ct.  357,  71  L.  ed.  612 20 

In  re  W.  E.  Hedger  Co.,  1932  A.M.C.  1064,  59  F.  (2d)   982       24 

Place  V.  Norwich   and   New   York   Transportation  Co.,    118 
U.  S.  468,  6  S.  Ct.  1150,  30  L.  ed.  134  9 

Rice  Growei-s  Association  of  California  v.  Rederiaktiebolaget 
Erode  (1948),  171  Fed.   (2d)   662 3, 20 

The  Absaroka,  1947  A.M.C.  325,  159  F.   (2d)   134 19,  20,  23 

The  Jane  Grey,  99  Fed.  582 24 

The  Lara  (1946,  U.  S.  District  Court  for  the  So.  Dist.  of 

New  York) ,  1947  A.M.C.  27  10 

The  Maggie  Haimnond  v.  Morland,  9  Wall.  435,  19  L.  ed. 

772  12,14 

The  Salvore  (CCA.  2,  1929),  1930  A.M.C.  23,  36  F.   (2d) 

712  20 

The  Steel  Inventor,  1929  A.M.C.  1610,  36  F.  (2d)  399 24 

The  Wildwood,  1943  A.M.C  320,  133  Fed.  (2d)  765.  .18, 19,20,23 
Thommessen   v.   Whitwell,    118    U.    S.    520,    6   S.    Ct.   1174, 

30  L.  ed.  156  10 

Statutes 

28   U.S.C,   Sections  225(a)    and  227    (now  28  U.S.C,   Sec- 
tions 1291  and  1292)    3 

46  U.S.C,  Section  185  8,  9 

Texts 

Carver  on  Carriage  of  Goods  by  Sea  (Ed.  1938),  page  460        h^ 


No.  12,074 


IN  THE 


United  States  Court  of  AppeaJs 
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Rice   Growers  Association   of   Cali-  I 
FORNiA  (a  corporation), 

Appellmit, 

vs. 

Rederiaktiebolaget  Frode    (a   corpo- 
ration),   Owner    of   the    Steamship 

Appellee. 


APPELLANT'S  OPENING  BRIEF, 


This  is  an  appeal  to  the  United  States  Court  of  Ap- 
peals for  the  Ninth  Circuit  from  an  order  of  the  Dis- 
trict Court  of  the  United  States  for  the  Northern  Dis- 
trict of  California,  Southern  Division,  in  admiralty^, 
fixing  the  amount  of  the  limitation  of  liability  fund 
in  a  limitation  of  liability  proceeding. 


JURISDICTION  OF  THE  DISTRICT  COURT  AND  OF 
THIS  HONORABLE  COURT. 

This  proceeding  for  exoneration  from  qht  limita- 
tion of  liability  was  ))rought  by  the  owner  of  the  SS 
^^Frej'^,  Rederiaktiebolaget  Frode  (hereinafter  re- 
ferred to  as  Frode),  under  the  provisions  of  46  U.S.C. 
sections  181-189  inclusive. 

The  petition  of  Frode  (Apostles  on  Appeal,  page  2) 
alleges  that  a  fire  broke  out  aboard  the  SS  ''Frej''  as 
she  was  leaving  San  Francisco,  California,  on  a  voy- 
age to  Havana,  Cuba  and  that  the  total  claims  against 
her  were  or  might  be  in  excess  of  her  value  and  the 
value  of  her  pending  freight,  at  the  end  of  her  voyage. 
The  petition  prays  for  exoneration  from  liability  for  \ 
the  consequences  of  that  fire  or,  in  the  alternative,  for 
limitation  of  liability  therefor. 

Two  claims  were  filed  in  the  Court  below,  one  by 
appellant  Rice  Growers  Association  of  California, 
(hereinafter  referred  to  as  Rice  Growers),  for  dam- 
age to  the  cargo  aboard  the  SS  ^*Frej"  and  the  other 
by  salvage  claimants  who  are  not  parties  to  this  ap- 
peal. (See  Ai)ostles  on  Appeal,  page  59.)  The  two 
claims  were  in  excess  of  the  value  of  the  SS  '^Frej" 
and  her  pending  freight. 

Pursuant  to  a  stipulation  entered  into  by  all  the  in- 
terested parties,  the  District  Court  ordered  Frode  to 
file  an  ad  interim  stipulation  in  the  sum  of  $290,250.00 
(Apostles  on  Ajjpeal,  page  19),  which  Frode  did. 
(Apostles  on  Ap])eal,  page  15.) 

Instead  of  having  the  amount  of  the  limitation 
fund  determined  by  a  Commissioner,  the  parties  sub- 


mitted  the  question  to  the  District  Court  on  an  agreed 
statement  of  facts,  entitled  ^^Stipulation  Re  Value'' 
(Apostles  on  Appeal,  page  45)  on  the  basis  of  which 
the  District  Court  made  the  order  from  which  this 
appeal  is  taken. 

The  appellate  Jurisdiction  of  this  Honorable  Court 
rests  upon  28  U.  S.  C,  sections  225(a)  and  227  (now 
28  U.  S.  C,  sections  1291  and  1292). 

The  order  appealed  from  was  held  by  this  Honor- 
able Court  to  l)e  an  appealable  interlocutory  order 
^'determining  the  rights  and  liabilities  of  the  parties^' 
(28  U.  S.  C,  section  227),  in  Rice  Growers  Associa- 
tion of  California  v.  Rederiaktiebolaget  Frode  (De- 
cember 13,  1948),  171  Fed.   (2d)  662. 

The  petition  for  appeal  of  Rice  Growers  and  the 
order  allowing  the  appeal  were  both  filed  on  August 
20,  1948,  within  15  days  of  the  entry  of  the  order  ap- 
pealed from  in  the  District  Court.  (Apostles  on  Ap- 
peal, pages  55  and  56.)  On  the  same  date  Rice  Grow- 
ers tiled  its  notice  of  general  appeal,  which  notice  had 
theretofore  been  served  on  Frode.  (Apostles  on  Ap- 
peal, page  56.) 


STATEMENT  OF  THE  CASE. 

Rice  Growers  shipped  approximately  5060  tons  of 
rice  (a  non  perishable  cargo)  aboard  the  SS  '^Frej'' 
from  San  Francisco  to  Havana.  The  SS  ''Frej," 
owned  and  operated  by  Frode,  left  her  San  Francisco 
dock  in  the  evening  of  May  6,  1947.  Within  an  hour, 
and  while  she  was  still  in  San  Francisco  Bay,  a  fire 


broke  out  in  her  fire  room,  which  fire  was  not  extin- 
guished until  tlie  early  morning  hours  of  the  next 
day.  The  SS  ''Frej"  then  returned  to  her  dock  at 
San  Francisco  where  all  of  the  cargo  was  unloaded. 
The  rice  affected  and  damaged  by  water,  smoke  and 
fire  was  retained  and  disposed  of  in  the  San  Fran- 
cisco Bay  region.  The  l)alance  (over  3200  tons)  was 
carried  to  Havana  by  the  SS  ''Frej." 

Frode  is  a  foreign  corporation  with  no  offices  in  the 
United  States  of  America.  It  owns  only  one  or  two 
small  ships  which  it  operates  in  Scandinavian  waters. 
Its  purchase  of  the  SS  '*Frej,"  which  was  acquired 
from  American  o^^mers  in  Seattle,  Washington,  in  the 
early  part  of  1947,  was  an  isolated  transaction.  When 
the  SS  '^Frej''  left  San  Francisco  for  Havana,  with 
the  cargo  of  rice  aboard,  she  was  on  her  way  to  Swe- 
den with  no  plans  to  ever  return  to  this  country. 

On  June  6,  1947,  Rice  Growers  filed  a  libel  in  the 
District  Court  of  the  United  States  for  the  Northern 
District  of  California,  Southern  Division,  for  the  re- 
covery of  damages  in  the  amount  of  $365,990.00.  The 
SS  ''Frej"  was  seized  and  reduced  to  the  possession 
of  the  United  States  Marshal.  She  remained  in  his 
]jossession  imtil  August  9,  1947,  when  she  was  released 
following  the  filing  by  Frode  of  its  petition  for  lim- 
itation of  liability  and  of  the  ad  interim  stii)uIation. 
The  further  prosecution  of  the  libel  theretofore  filed 
by  Rice  Growers  was  enjoined  and  all  proceedings  be- 
tween the  ])arties  were  thereafter  had  in  the  limitation 
of  lia))ility  proceeding. 


The  SS  ^^Frej"  was  repaired  in  San  Francisco  be- 
tween May  26,  1947  and  August  4,  1947.  On  June  19, 
1947,  while  the  work  was  in  progress,  Frode  gave  a 
notice  purporting  to  abandon  the  voyage.  (Exhibit 
^^B,''  Apostles  on  Appeal,  page  51.)  After  completion 
of  the  repairs,  however,  the  SS  ^'Frej"  carried  the 
sound  rice  to  Havana  with  no  other  cargo  aboard  and 
with  ballast  replacing  the  damaged  rice.  Discharge  at 
Havana  was  completed  on  September  18,  1947.  That 
carriage  was  made  pursuant  to  an  agreement  of  the 
parties  (Exhibit  ^^C,''  Apostles  on  Appeal,  page  51) 
which  provided: 

^^6.  The  carrying  on  of  the  cargo  and/or  this  agree- 
ment shall  in  no  way  prejudice  any  right  or  rights 
which  either  party  now  has  and  shall  not  affect  the 
present  status  quo  of  the  jjurported  abandonment  of 
the  voyage  at  San  Francisco,  California.'' 

After  Frode  had  given  its  notice  of  purported 
abandonment  of  the  voyage,  the  libel  theretofore  filed 
))y  Rice  Growers  was  amended  to  include  a  second 
cause  of  action  in  which  Rice  Growers  demanded  dam- 
ages in  the  amount  of  $95,000.00  to  cover  the  cost  of 
forwarding  the  sound  rice  to  Cuba.  The  cost  of  such 
forwarding  would  have  approximated  that  amount, 
since  the  SS  ''Frej,"  which  was  a  tramp  ship  with 
rates  cheaper  than  those  of  the  regular  lines,  had 
charged  and  collected  over  $100,000.00  as  the  cost  of 
carrying  the  entire  cargo.  That  second  cause  of  action 
was  dismissed  by  Rice  Growers  without  prejudice  as 
part  of  the  agreement  heretofore  referred  to  for  the 
carriage  of  the  sound  lice  to  Cuba.  It  was,  of  course. 


cheaper  for  Rice  Growei^s  to  dismiss  that  second  cause 
of  action  witliout  prejudice  and  to  pay  an  additional 
$10,000.00  for  the  carriage  of  the  sound  rice  to  Cuba 
(Apostles  on  Appeal,  page  52),  than  to  pay  about 
$95,000.00  to  another  ship  and  then  try  to  collect  that 
amount  back  from  Frode. 

For  the  purpose  of  the  limitation  fund  the  parties 
have  stipulated  to  the  following  values  for  the  SS 
''Frej"  and  her  stores: 

Date  Vessel  Stores  Total 

(1)  Immediately  before  the  fire — 

(May  Gth,  1947) $255,000     $16,845     $271,845 

(2)  Immediately  following  the  five 

—(May  8th,  1947) 106,000         8,329       114,329 

(3)  On  the  day  on  which  Frode 
gave  the  notice  of  abandon- 
ment—(June  19th,  1947) 117,000         3,000       120,000 

(4)  On  the  day  on  which  the  Dis- 
trict Court  made  its  order  as  to 
the  filing  by  Frode  of  an  ad 
interim  stipulation  —  (August 

4th,  1947)    275,000       21,825       296,825 

(5)  On  the  day  of  the  com])letion 
of  the  unloading  operations  in 

Cuba— (September  18th,  1947)       275,000       16,005       291,005 

The  parties  have  also  stipulated  as  follows  to  the 
amount  of  the  ai^^c:regate  bill  of  lading  charges: 

Ocean  freight    $  93,104.00 

Havana  handling  fee 5,060.03 

Manifest  fee 18.00 

Handling  chgs.  at  San  Fi'ancisco.  .  2,024.01 

Wharfage  at  San  Francisco.  .....  1,770.99 

Total $101,977.03 

Frode  contended  in  the  Court  below  that  the  lim- 
itation fund  was  to  Ijc  determined  as  of  Mav  8th  or 


The  SS  ''Frej"  was  repaired  in  San  Francisco  be- 
tween May  26,  1947  and  August  4,  1947.  On  June  19, 
1947,  while  the  work  was  in  progress,  Frode  gave  a 
notice  purporting  to  abandon  the  voyage.  (Exhibit 
''B,"  Apostles  on  Appeal,  page  51.)  After  completion 
of  the  repairs,  however,  the  SS  ^'Frej"  carried  the 
sound  rice  to  Havana  with  no  other  cargo  aboard  and 
mth  ballast  replacing  the  damaged  rice.  Discharge  at 
Havana  was  completed  on  September  18,  1947.  That 
carriage  was  made  pursuant  to  an  agreement  of  the 
parties  (Exhibit  '^C,''  Apostles  on  Appeal,  page  51) 
which  provided: 

' '  6.  The  carrying  on  of  the  cargo  and/or  this  agree- 
ment shall  in  no  way  prejudice  any  right  or  rights 
which  either  party  now  has  and  shall  not  affect  the 
present  status  quo  of  the  purj^orted  abandonment  of 
the  voyage  at  San  Francisco,  California.'' 

After  Frode  had  given  its  notice  of  purported 
abandonment  of  the  voyage,  the  libel  theretofore  filed 
by  Rice  Grrowers  was  amended  to  include  a  second 
cause  of  action  in  which  Rice  Growers  demanded  dam- 
ages in  the  amount  of  $95,000.00  to  cover  the  cost  of 
forwarding  the  sound  rice  to  Cuba.  The  cost  of  such 
forwarding  would  have  approximated  that  amount, 
since  the  SS  ^^Frej,"  which  was  a  tramp  ship  with 
rates  cheaper  than  those  of  the  regular  lines,  had 
charged  and  collected  over  $100,000.00  as  the  cost  of 
carrying  the  entire  cargo.  That  second  cause  of  action 
was  dismissed  l)y  Rice  Growers  without  prejudice  as 
part  of  the  agreement  heretofore  referred  to  for  the 
carriage  of  the  sound  lice  to  Cuba.  It  was,  of  course. 


cheaper  for  Rice  Growers  to  dismiss  that  second  cause 
of  action  without  prejudice  and  to  pay  an  additional 
$10,000.00  for  the  carriage  of  the  sound  rice  to  Cuba 
(Apostles  on  Appeal,  page  52),  than  to  pay  about 
$95,000.00  to  another  ship  and  then  try  to  collect  that 
amoimt  back  from  Frode. 

For  the  purpose  of  the  limitation  fund  the  parties 
have  stipulated  to  the  following  values  for  the  SS 
*'Frej'^  and  her  stores: 

Dato Vessel  Stores  Total 

(1)  Immediately  before  the  fire — 

(May  Gth,  1947) $255,000     $16,845     $271,845 

(2)  Immediately  following-  the  lire 

—(May  8th,  1947) 106,000         8,329       114,329 

(3)  On  the  day  on  which  Frode 
gave  the  notice  of  abandon- 
ment—(June  19th,  1947) M7,000         3,000       120,000 

(4)  On  the  day  on  which  the  Dis- 
trict Court  made  its  order  as  to 
the  filing  by  Frode  of  an  ad 
interim  stipulation  —  (August 

4th,  1947)    275,000       21,825       296,825 

(5)  On  the  day  of  the  completion 
of  the  unloading  operations  in 

Cuba— (September  18th,  1947)       275,000       16,005       291,005 

The  parties  have  also  stipulated  as  follows  to  the 
amount  of  the  aggregate  1)111  of  lading  charges: 

Ocean  freight   $  93,104.00 

Havana  handling  fee 5,060.03 

Manifest  fee 18.00 

Handling  chgs.  at  San  Francisco.  .  2,024.01 

Whai-fage  at  San  Francisco 1,770.99 

Total $101,977.03 

Frode  contended  in  the  Court  below  that  the  lim- 
itation fund  was  to  be  determined  as  of  Mav  8th  or 
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June  19th.    Rice   Grrowers  contended  that  the  fund 
was  to  be  determined  as  of  September  18th. 

The  District  Court  held  that  the  value  of  the  SS 
^^Prej'^  and  her  stores  was  to  be  determined  as  of 
June  19th,  the  day  on  which  Frode  gave  the  notice 
of  purported  abandonment  of  the  voyage.  The  Dis- 
trict Court  also  upheld  the  contention  of  Frode  that 
the  ocean  freight  alone  ($93,104.00)  was  to  be  included 
in  the  fund  and  rejected  the  contention  of  Rice  Grow- 
ers that  the  fund  should  also  include,  as  part  of  the 
freight  pending,  the  various  handling,  manifest  and 
wharfage  charges. 


SPECIFICATIONS  OF  ERROR. 

Assignments  of  error  1,  2,  3,  4,  5,  6,  7,  8  and  9 
(Apostles  on  Appeal,  pages  57-59)  are  relied  upon  by 
Rice  Growers. 


ARGUMENT. 

(1)   SPECiriCATIONS  OF  ERROR  1,  2,  4,  5,  6,  7  AND  8. 

Specifications  1,  2,  4,  5,  6,  7  and  8  will  be  discussed 
together  because  they  all  relate  to  the  question  of 
whether  or  not  the  voyage  ended  on  June  19th. 

^^1.  The  Court  erred  in  holding  that  June 
19th,  1947,  is  the  date  as  of  which  the  limitation 
of  liability  fimd  is  to  be  fixed. 

2.  The  Court  erred  in  holding  that  for  the 
purpose  of  said  limitation  of  lial)ility  fund  the 
value  of  the  Steamship  ^^Frej''  was  to  be  fixed  at 
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One  Hundred  Seventeen  Thousand  ($117,000.00) 
Dollars. 

4.  The  Court  erred  in  holding*  that  for  the 
purpose  of  said  limitation  of  liability  fund  the 
value  of  the  stores  of  the  Steamship  ^^Frej"  was 
to  be  fixed  at  Three  Thousand  ($3,000.00.) 

5.  The  Court  erred  in  fixing  the  total  amount 
of  the  limitation  of  liability  fund  at  Two  Hun- 
dred Thirteen  Thousand  One  Hundred  Four 
($213,104)  Dollars. 

6.  The  Court  erred  in  holding  that  the  voyage 
of  the  Steamship  'Trej''  terminated  in  San 
Francisco,  California,  on  June  19th,  1947.  ^ 

7.  The  Court  erred  in  holding  that  Rederiak- 
tiel)olaget  Frode,  a  corporation,  petitioner  and 
appellee  herein,  was  justified,  as  owner  of  the 
Steamship  ''Frej^'  in  terminating  her  voyage  in 
San  Francisco,  California,  on  June  19th,  1947. 

8.  The  Court  erred  in  failing  to  hold  that  the 
voyage  of  the  Steamship  '^Frej'^  ended  in  Ha- 
vana, Cuba,  on  September  18th,  1947. 

(a)  The  limitation  fund  is  to  be  determined  as  of  the  end  of  the 
voyage. 

The  right  of  Frode  to  limit  its  liability  for  the  dam- 
age resulting  from  the  fire  is  yet  to  be  determined. 
That  right  is  entirely  statutory,  and,  before  the  ques- 
tion of  whether  or  not  it  is  entitled  to  limit  its  lia))il- 
ity  can  ])e  litigated,  Frode  must  comply  with  the 
statutory  requirements  as  to  the  giving  of  adequate 
security  to  tlie  damage  claimants.  The  pertinent  part 
of  the  statute  (46  U.  S.  C,  section  185)  is  as  follows: 
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^^The  vessel  owner,  *  *  *  may  petition  a  district 
court  of  the  United  States  *  *  *  for  limitation  of 
liability  *  *  *  and  the  owner  (a)  shall  deposit 
with  the  court,  for  the  benefit  of  claimants,  a 
smn  equal  to  the  amount  of  the  interest  of  such 
owner  in  the  vessel  and  freight,  or  approved  se- 
curity therefor,  and  in  addition  such  srons,  or  ap- 
proved security  therefor,  as  the  court  may  from 
time  to  time  fix  as  necessary  to  carry  out  the  pro- 
visions of  section  183  of  this  title,  or  (b)  at  his 
option  shall  transfer,  for  the  benefit  of  claim- 
ants, to  a  ti'ustee  to  be  appointed  by  the  court  his 
interest  in  the  vessel  and  freight,  together  with 
such  sums,  or  approved  security  therefor,  as  the 
court  may  from  time  to  time  fix  as  necessary  to 
carry  out  the  provisions  of  section  183  of  this 
title.  Upon  compliance  w^ith  the  requirements  of 
this  section  all  claims  and  proceedings  againsi 
the  owner  with  respect  to  the  matter  in  question 
shall  cease." 

Section  185  does  not  specify  the  time  as  of  which 
the  limitation  of  liability  fund  is  to  be  determined. 
Numerous  cases  have  passed  upon  that  question,  how- 
ever, and  it  is  now  settled  that  the  limitation  of  liability 
fund  is  to  be  determined  as  of  the  end  of  the  voyage. 
Since  Frode  and  Rice  Growlers  disagree  as  to  when 
and  where  the  voyage  ended,  it  will  now  be  necessary 
to  review  those  cases. 

In  Place  t'.  Norwich  and  New  York  Transportation 
Co.,  118  U.  S.  468,  6  S.  Ct.  1150,  30  L.  ed.  134,  the 
owner  of  the  ''City  Norwich''  sought  to  limit  its  li- 
ability following  a  collision  in  which  she  sank.  The 
Couil  held  that  the  sinking  terminated  her  voyage, 
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and  that,  for  limitation  of  liability  purposes,  her 
value  was.  to  be  taken  as  she  was  lying  at  the  bottom 
of  the  ocean. 

In  Thommessen  v,  Whitwell,  118  U.  S.  520,  6  S.  Ct. 
1174,  30  L.  ed.,  156,  the  owner  of  the  ^'Great  Western" 
sought  to  limit  his  liability  following  a  collision  be- 
tween the  ^^ Great  Western"  and  the  *' Daphne."  The 

I 

''Great  Western"  suffered  no  damage  therefrom,  but  j 
she  was  later  stranded  and  wrecked,  shortly  before  | 
reaching  her  destination,  from  causes  unrelated  to 
the  collision.  The  owner  of  the  ''Daphne"  contended 
that  the  value  of  the  "Great  Western"  immediately 
after  the  collision  ($150,000.00)  should  be  used  for 
limitation  purposes.  The  Court  held,  however,  that 
her  value  should  1)e  taken  as  of  the  end  of  her  voy- 
age, that  her  voyage  ended  tvith  her  sinking,  and  that 
her  value  as  a  sunken  wreck  ($1,800.00)  should 
accordingly  be  used  for  limitation  purposes.  ^ 

In  The  Lara,  (1946,  IT.  S.  District  Court  for  the 
Southern  District  of  New  York)  1947  A.  M.  C.  27,  the 
facts  were  such  that  the  rule  of  the  "Great  Western" 
worked  for  the  benefit  of  the  damage  claimant  in- 
stead of  the  shipowner.  The  "Lara,"  while  on  a  voy- 
age from  New  York  to  Barranquilla,  Colombia  was 
involved  in  a  collision  off  the  coast  of  North  Carolina, 
and  thereafter  repaired  in  Florida.  Aftei*  the  com- 
pletion of  the  repairs  she  proceeded  on  her  voyage, 
and  instead  of  meeting  with  a  further  casualty,  as 
the  "Great  Western"  did,  she  arrived  at  Barran- 
quilla and  completed  her  voyage.  The  contention  of 
the  damage  claimant,  which  was  upheld,  was  precisely 
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the  contention  made  by  Rice  Growers  in  this  case, 
namely,  that  the  vahie  of  the  vessel  at  the  end  of  her 
voyage  should  be  used,  including  the  value  of  her  re- 
pairs. 

It  is  thus  clear  that,  in  and  of  itself,  the  time  of 
the  collision,  fire  or  other  sea  casualty,  for  which  a 
vessel  may  incur  lial:)ility  and  in  which  she  may  her- 
self be  damaged,  has  no  bearing  upon  the  time  as  of 
which  her  value  is  to  be  taken  for  limitation  of  liabil- 
ity purposes.  Both  the  owner  of  the  vessel  involved 
in  an  accident  and  the  persons  to  whom  he  may  be 
liable  as  a  result  of  that  accident  must  await  the  end 
of  her  voyage.  The  shipowner  is  required  to  put  up  no 
more  than  her  value  at  that  time,  irrespective  of  her 
value  at  the  time  of  her  accident,  while  the  damage 
claimant  must  run  the  risk  of  her  burning  and  sinking 
(as  the  ^^ Great  Western"  sank)  during  the  latter  part 
of  her  voyage.  On  the  other  hand,  a  vessel  may  appre- 
ciate in  value  during  her  voyage,  and  irrespective  of 
the  cause  of  that  appreciation,  her  owner  must  take 
the  risk  of  her  being  worth  more  at  the  end  of  that 
voyage  (the  '^Lara")  just  as  the  damage  claimant 
takes  the  risk  of  her  being  worth  less.  The  rule  works 
both  ways  and  not  just  one  way  as  contended  by 
Frode.  As  long  as  the  voyage  continues,  the  ship- 
owner is  not  entitled  to  limit  his  liability  to  the  value 
of  his  vessel  immediately  after  the  accident  or  to  her 
value  at  the  end  of  her  voyage,  whichever  is  less.  He 
is  only  entitled  to  limit  his  liability  to  her  value  at  the 
end  of  her  voyage,  irrespective  of  what  her  value  may 
have  been  at  any  time  during  that  voyage. 
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The  question  then  reduces  itself  to  whether  or  not 
the  notice  of  abandonment  i^iven  by  Frode  had  the 
effect  of  legally  terminating  the  voyage  of  the  SS 
^^Prej." 

We  do  not  know  whether  Frode  will  renew,  before 
this  Court,  the  contention  made  below  that  the  voy- 
age of  the  SS  ''Frej"  terminated  on  May  8th.  We 
must  assume  that  it  will  rather  seek  to  uphold  the 
decision  of  the  trial  judge  in  view  of  the  fact  that,  by 
giving  notice  of  abandonment  on  June  19th,  Frode 
indicated  that  it  itself  did  not  consider  the  voyage  to 
have  ended  before  that  date.  In  any  event  it  is  clear 
that,  if  her  voyage  was  not  effectively  terminated  on 
June  19th,  as  we  shall  now  proceed  to  establish,  it 
was  not  terminated  on  May  8th  or  on  any  other  date 
prior  to  the  comj^letion  of  the  unloading  operations 
in  Cuba. 

(b)  Under  the  maritime  law,  Frode  had  no  right  to  abandon  the 
voyage. 

The  applicable  law  was  settled  long  ago  by  the 
United  States  Supreme  Court  in  the  case  of  The 
Maggie  Hammond  v.  Morland,  9  Wall.  435,  19  L.  ed. 
772.  The  ^^ Maggie  Hammond"  had  completed  about 
half  of  her  voyage  from  Scotland  to  Montreal,  when 
she  was  damaged  by  heavy  gales  and  forced  to  seek 
refuge  in  a  Welsh  port.  She  arrived  there  on  Sep- 
tember 17th,  and,  on  November  3rd,  after  repairs  had 
been  made,  she  was  certified  to  be  in  a  ''seaworthy 
state  to  proceed  on  her  intended  voyage.''  Tier  mas- 
ter, however,  refused  to  reload  the  cargo  and  proceed 


13 


to  fulfill  the  contract,  alleging  that  the  season  was  too 
far  advanced.   Instead  she  took  on  another  cargo  and 
sailed  for  Baltimore.    The  shipowner  forwarded  the 
cargo  in  another  vessel  at  the  end  of  the  following 
May.    Meanwhile  a  libel  had  been  filed  by  the  cargo 
owner  and  the  ^'Maggie  Hammond"  was  seized  in 
Baltimore.    In  affirming  the   decree  awarding  dam- 
ages to  the  cargo  owner  the  Supreme  Court  stated: 
^^  Grant  that  the  conduct  of  the  master  in  putting 
back  is  without  objection,  *  ^-  *  the  question  then 
is:  whether  his  subsequent  conduct  in  refusing, 
after  the  repairs  were  finished,  to  complete  the 
voyage  or  to  procure  another  vessel,  tranship  the 
goods,  and  send  them  forward,  and  in  sailing  for 
another  and  a  distant  port  under  a  new  contract 
of  affreightment,  leaving  the  goods  of  the  libel- 
ants in  store,  without  making  any  provision  for 
their  transportation  and  delivery,   constitutes  a 
breach  of  the  contract  of  affreightment.  *  *  * 

As  agent  of  the  owners  the  master  is  bound  to 
carry  the  goods  to  their  place  of  destination  in  his 
own  ship,  unless  he  is  prevented  from  so  doing 
by  the  act  of  God,  the  public  enemy,  or  by  the 
act  of  the  shipper,  or  from  some  one  of  the  perils 
expressly  excepted  in  the  contract  of  shipment. 
When  the  vessel  is  wrecked,  or  otherwise  disabled 
in  the  course  of  the  voyage,  and  cannot  be  season- 
ably repaired  to  perform  the  voyage,  or  cannot 
be  repaired  without  too  great  delay  and  expense, 
the  master  is  at  liberty  to  tranship  the  goods  and 
send  them  forward  in  another  vessel,  so  as  to 
earn  the  whole  freight,  but  he  is  not  entitled  to 
recover  for  freight  if  he  refuses  to  tranship  the 
goods,  unless  he  repairs  his  own  vessel  within  a 
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reasonable  time  and  carries  them  on  to  the  place 
of  delivery.  *  *  *  (19  L.  ed.  at  p.  780.) 

Duties  remain  to  be  ]:)erformed  by  the  master  or 
the  owner,  after  the  vessel  is  disabled.  His  obli- 
gation of  safe  custody,  due  transport,  and  right 
delivery  still  continues  and  is  by  no  means  dis- 
charged or  lessened  while  it  appears  that  the 
goods  have  not  perished  in  the  disaster.  *  *  * 

Nothing  will  excuse  the  carrier  under  such  cir- 
cumstances but  the  causes  stipulated  in  the  bill 
of  lading,  and  he  is  still  bound,  by  virtue  of  his 
original  conti'act,  to  use  his  utmost  exertions  to 
transport  or  send  forward  the  goods  to  the  port 
of  delivery. '^  (19  L.  ed.  at  p.  781.) 

The  rule  announced  in  The  Maggie  Hammond  v, 
Morland,  supra,  is  recognized  throughout  the  mari- 
time world.  In  Carver  on  Carriage  of  Goods  By  Sea 
(8th  Ed.  1938)  the  shipowner  is  said  at  page  460  to  be 
^^  bound  to  repair  and  complete  the  voyage,  un- 
less the  damage  by  excepted  perils  is  such  that  it 
would  be  unreasonable  to  require  him  to  repair 
her  *  *  *  where  the  ship  owner  has  in  fact  re- 
paired the  ship  at  the  port  of  refuge,  and  might 
have  carried  on  the  cargo  in  her,  his  failure  to  do 
so  is  a  breach  of  the  contract,  whether  the  re- 
pairing could  reasonably  have  been  requiiod  or 
not." 

The  leading  British  case  is  that  of  Assiciirazioni 
Generali  v.  SS.  Bessie  Morris  Co.  (1892)  1  Q.  B.  571, 
in  which  the  Court  said  at  pages  576  and  577: 

**The  duty  of  the  shipowner  is  to  complete  the 
voyage  if  he  can.    If,  owing  to  the  perils  of  the 
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seas,  he  is  compelled  to  put  into  an  intermediate 
port  for  repair  his  duty  is  to  refit  and  carry  on 
such  part  of  the  original  cargo  as  is  fit  to  be  car- 
ried on.  *  *  *  In  a  case  of  this  description  the 
original  voyage  is  not  regarded  as  broken  up  into 
two,  viz.,  first,  into  one  voyage  from  the  port  of 
sailing  to  the  port  of  refuge,  and  secondly,  into 
another  voyage  from  such  port  to  the  port  of  des- 
tination. 

^  *  *  the  voyage  was  not  properly  determined 
at  Gibraltar  (the  port  of  refuge)  unless  its 
completion  on  the  original  terms  was  either 
physically  impossible  or  so  clearly  unreason- 
able as  to  be  impossible  in  a  business  point 
of  view.  *  *  *  /  am  not  aware  of  a%y  case  tvhich 
has  decided  that  any  expense  short  of  *  ^  "^  an 
expense  greater  than  the  value  of  the  ship  and 
freight  when  repaired  sufficiently  to  complete  the 
voyage,  ivoiild  he  so  clearly  unreasonable  as  to  he 
impossible  in  a  business  point  of  vietv/'  (italics 
added.) 

The  rule  that  a  contract  for  carriage  of  goods  by  sea 
is  not  dissolved  unless  the  ship  is  so  injured  that  the 
cost  of  her  repairs  would  exceed  her  value  when  re- 
paired also  prevails  in  the  United  States.  See  Ellis 
v.  Atlantic  Mut.  Ins,  Co.,  108  U.S.  342,  2  S.  Ct.  746, 
27  L.  ed.  747. 

In  our  case,  however,  none  of  the  grounds  upon 
which  a  shij)  owner  is  justified  in  al)andoning  a  voy- 
age were  present.  The  ^^Frej"  was  not  sunk;  she  was 
neither  a  total  loss  nor  a  constructive  total  loss.  It 
was  known  in  advance  that  the  cost  of  her  repairs 
would  not  exceed  her  value  when  repaired.    It  was 
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known  in  advance  that  the  repairs  would  not  result  in 
unreasonable  delay,  particularly  in  view  of  the  fact 
that  the  cargo  was  non-perishable.  Four  bids  were 
received,  (Apostles  on  Appeal,  page  46)  under  which 
repairs  were  to  be  completed  in : 

(1)  20  days 

(2)  35  days 

(3)  40  days 

(4)  48  days 

On  May  23,  1947,  Frode  accepted  the  bid  calling  for 
48  days,  instead  of  the  bid  calling  for  20  days,  and 
repairs  were  actually  begun  on  May  26,  1947.  The 
work  had  accordingly  been  in  progress  for  24  days 
when  Frode  sent  its  notice  of  purported  abandonment. 
Frode  then  knew  that  the  repairs  would  probably  be 
completed  in  24  more  days  and  that  the  SS  ^^Frej'' 
could  complete  her  voyage  within  a  reasonable  time. 
The  best  proof  that  she  was  able  to  do  so  is,  of  course, 
the  fact  that  she  did  comjjlete  her  voyage, 

(c)  The  bills  of  lading  gave  Frode  no  greater  right  to  abandon 
the  voyage. 

The  notice  of  purported  abandonment  was  given 
''imder  authority  of  applicable  bills  lading  and  other- 
wise.'' The  only  clause  of  the  bills  of  lading  which 
is  at  all  applicable  is  Clause  4*,  which  provides  as 
follows : 


*A  copy  of  the  complete  bill  of  lading  was  made  an  exhibit  in 
the  Court  below  and  became  a  part  of  the  record  on  appeal  by 
stipulation  and  order  witlunU  being  i)rinted  m  the  Ai)ostles.  The 
quotation  from  Clause  4  found  in  the  petition  for  limitation  of 
liability  (Apostles  on  Appeal,  p.  5)  is  neither  complete  nor  cor- 
rect. 
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^^In  any  situation  whatsoever  and  wheresoever 
occurring  and  whether  existing  or  anticipated 
before  coirunencement  of  or  during  the  voyage, 
which  in  the  judgment  of  the  Carrier  or  the 
Master  is  likely  to  give  rise  to  risk  of  capture, 
seizure,  detention,  damage,  delay  or  disadvantage 
to  or  loss  of  the  ship  or  any  part  of  her  cargo,  to 
make  it  unsafe,  imprudent,  or  unlawful  for  any 
reason  to  commence  or  proceed  on  or  continue  the 
voyage  or  to  enter  or  discharge  the  goods  at  the 
port  of  discharge,  or  to  give  rise  to  delay  or  diffi- 
culty in  arriving,  discharging  at  or  leaving  the 
port  of  discharge  or  the  usual  or  agreed  place  of 
discharge  in  such  port,  the  Carrier  may  before 
loading  or  before  the  commencement  of  the  voy- 
age, require  the  shipper  or  other  person  entitled 
thereto  to  take  delivery  of  the  goods  at  port  of 
shipment  and  upon  failure  to  do  so,  may  ware- 
house the  goods  at  the  risk  and  expense  of  the 
goods;  or  the  Carrier  or  the  Master,  whether  or 
not  proceeding  tow^ard  or  entering  or  attempting 
to  enter  the  port  of  discharge  or  reaching  or  at- 
tempting to  reach  the  usual  place  of  discharge 
therein  or  attempting  to  discharge  the  goods 
there,  may  discharge  the  goods  into  depot,  laza- 
retto, craft,  or  other  place;  or  the  ship  may  pro- 
ceed or  return,  directly  or  indirectly,  to  or  stop 
at  any  port  or  place  wiiatsoever  as  the  Master  or 
the  Carrier  may  consider  safe  or  advisable  under 
the  circumstances,  and  discharge  the  goods,  or 
any  part  thereof,  at  any  such  port  or  place;  or 
the  Carrier  or  the  Master  may  retain  the  cargo 
on  board  until  the  return  tri])  or  until  such  time 
as  the  Carrier  or  the  Master  thinks  advisable  and 
discharge  the  goods  at  any  place  whatsoever  as 
herein  provided;  or  the  Carrier  or  the  Master 
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may  discharo-e  and  forward  the  goods  by  any 
means,  rail,  water,  land,  or  air  at  the  risk  and 
expense  of  the  goods.  The  Carrier  or  the  Master 
is  not  required  to  give  notice  of  discharge  of  the 
goods  or  the  forwarding  thereof  as  herein  pro- 
vided. When  the  goods  are  discharged  from  the 
ship,  as  herein  provided,  they  shall  be  at  their 
own  risk  and  expense;  such  discharge  shall  con- 
stitute complete  delivery  and  performance  under 
this  contract  and  the  Carrier  shall  be  freed  from 
any  further  responsibility.  For  any  services  ren- 
dered to  the  goods  as  hereinabove  provided,  the 
Carrier  shall  be  entitled  to  a  reasonable  extra 
compensation.'' 

That  clause  was  twice  judicially  construed  in  recent 
years.  In  the  case  of  The  Wildtvood,  1943  A.M.C. 
320,  133  Fed.  (2d)  765,  this  Honorable  Court  stated: 
*^Such  a  clause  must  be  given  a  reasonable  inter- 
pretation, and  the  discretion  conferred  may  not 
be  exercised  in  an  arbitrary  or  unreasonable  man- 
ner, nor  without  substantial  grounds,  nor  will 
good  faith  alone  suffice."  (133  F.  (2d)  at  p.  767.) 

^^This  agreement  as  to  the  Carrier's  discretion  to 
abandon  the  voyage  gives  no  more  power  of  ahan- 
donment  than  exists  in  the  absence  of  clause  4."  _ 
133  F.  (2d)  at  p.  767.)   (Italics  added.)  " 

Thus,  the  Carrier  can  do  no  more,  under  Clause  4, 
than  it  could  have  done  without  that  clause.  In  The 
Wildwood,  supra,  the  abandonment  was  upheld  be- 
cause the  wartime  dangers  to  the  vessel  had  become 
substantially  greater  during  the  voyage  than  antici- 
pated by  the  parties  at  the  l)eginning  of  that  voyage. 
In  our  case  however,  there  were  no  dangers  involved 
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in  continuing  the  voyage  when,   on   Tune   19,   1947, 
Frode  purported  to  al:)andon  the  voyage. 

The  same  clause  again  came  before  this  Honorable 
Court  in  the  case  of  The  Absaroka,  1947  A.M.C.  325, 
159  F.  (2d)  134.  The  rule  .announced  in  the  case  of 
The  Wildwood,  supra,  was  restated  and  this  Honor- 
able Court  held  that  the  abandonment  of  the  voyage 
found  ^^justification  in  the  increased  likelihood  of 
submarine  attack''  (159  F.  (2d)  at  p.  137),  and  that 
^^the  eifect  of  the  torpedoing  of  the  vessel  was  such 
as  ^may  cause'  a  decision  that  it  was  ^unsafe  or  im- 
practicable to  proceed  *  ^-  ^'  *  *  *  ]3y  reason  of  the 
presence  of  a  war  hazard  greater  than  what  was  an- 
ticipated. *  *  *"  (159  F.  (2d)  at  p.  135.) 

The  abandonment  was  also  held  to  have  been  justi- 
fied on  the  ground  that  the  war  would  unreasonably 
delay  repairs  to  the  shij).  In  that  connection  this 
Honorable  Court  stated:  ''While  under  ordinary  con- 
ditions the  time  for  the  Absaroka's  repairs  w^ould  take 
about  45  days,  it  was  a  rational  anticipation  of  the 
appellant's  manager  that  without  a  sjjecial  government 
priority  the  vessel  would  be  'likely'  not  to  be  repaired 
for  months."  (159  F.  (;2d)  at  p.  136.)  In  our  case, 
however,  there  was  no  danger  of  seizure,  no  danger 
of  submarine  attack,  no  uncertainty  as  to  when  the 
repairs  would  be  completed;  in  fact  none  of  the  con- 
ditions which  might  have  justified  Frode  in  abandon- 
ing the  voyage  were  present  on  June  19,  1947,  when 
the  notice  was  given. 

Under  the  test  of  reasonableness  announced  in  The 
Wildtvood,  sujjra,  and   The  Ahsaroka,  supra,  Frode 
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had  no  choice  but  to  complete  the  voyage  of  the  S.  S. 
^^Frej." 

To  summarize:  The  voyage  of  a  vessel  may  be 
abandoned  only  if : 

(1)  The  vessel  becomes  a  total  loss,  or 

(2)  The  vessel  becomes  a  constructive  total  loss, 
or 

(3)  The  voyage  is  frustrated  as  it  was  in  the  case 
of  The  Wildwood  and  of  The  Absaroka, 

None  of  these  contingencies  occurred  in  this  case  and 
the  values  for  limitation  purposes  should  accordingly 
be  taken  as  of  September  18,  1947,  the  date  of  the 
completion  of  the  voyage  in  Cuba. 

(d)  Since  Frode  had  no  right  to  abandon  the  voyage  in  San 
Francisco,  the  purported  abandonment  was  an  unlawful  act 
which  cannot  fix  the  date  as  of  which  the  limitation  fund  is 
to  be  determined. 

A  limitation  of  liability  proceeding  is  ^'equitable  in 
its  nature/'  Hartford  Accident  &  Indemnity  Co,  v. 
Southern  Pacific  Co.,  273  U.  S.  207,  47  S.  Ct.  357,  71 
L.  ed.  612 ;  liice  Grotvers  v,  Rederiaktiebolaget  Frode, 
171  Fed.  (2d)  662. 

The  use  of  equitable  powers  in  a  limitation  pro- 
ceeding is  shown  by  The  Salvor e  (CCA.  2,  1929), 
1930  A.M.C  23,  36  F.  (2d)  712.  Before  the  filing  of  a 
petition  for  limitation  of  liability  by  the  owner  of  the 
^^Salvore,''  a  libel  in  personam  had  been  filed  by  a 
cargo  owner,  and  a  ship  other  than  the  ''Salvore''  had 
been  seized  under  a  writ  of  foreign  attachment.  The 
shipowner  thereafter  sued  the  cargo  owner  in  Italy 
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in  continuing   the  Yoyage   when,   on   June   19,   1947, 
Frode  purported  to  abandon  the  voyage. 

The  same  clause  a^ain  came  before  this  Honorable 
Court  in  the  case  of  The  Ahsaroka,  1947  A.M.C.  325, 
159  F.  (2d)  134.  The  rule  announced  in  the  case  of 
The  Wildtvood,  supra,  was  restated  and  this  Honor- 
able Court  held  that  the  abandonment  of  the  voyage 
found  '^justification  in  the  increased  likelihood  of 
submarine  attack ''  (159  F.  (2d)  at  p.  137),  and  that 
''the  effect  of  the  torpedoing  of  the  vessel  was  such 
as  'may  cause'  a  decision  that  it  was  'unsafe  or  im- 
practica])le  to  proceed  *  ^  *'  *  *  *  by  reason  of  the 
presence  of  a  war  hazard  greater  than  what  was  an- 
ticipated. ^  ^  ^'^  (159  F.  (2d)  at  p.  135.) 

The  abandonment  was  also  held  to  have  l^een  justi- 
fied on  the  ground  that  the  war  would  unreasonably 
delay  repairs  to  the  ship.  In  that  connection  this 
Honorable  Court  stated:  "While  under  ordinary  con- 
ditions the  time  for  the  Absaroka's  repairs  would  take 
about  45  days,  it  was  a  rational  anticipation  of  the 
appellant's  manager  that  without  a  special  government 
priority  the  vessel  would  be  Mikely'  not  to  be  repaired 
for  months."  (159  F.  (2d)  at  p.  136.)  In  our  case, 
however,  there  was  no  danger  of  seizure,  no  danger 
of  submarine  attack,  no  uncertainty  as  to  when  the 
repairs  would  be  completed;  in  fact  none  of  the  con- 
ditions which  might  have  justified  Frode  in  abandon- 
ing the  voyage  were  present  on  June  19,  1947,  when 
the  notice  was  given. 

Under  the  test  of  reasona))leness  announced  in  The 
Wildwood,  sui)ra,  and   The  Ahsaroka,  supra,  Frode 
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had  no  choice  but  to  complete  the  voyage  of  the  S.  S. 

To  summarize:  The  voyage  of  a  vessel  may  be 
abandoned  only  if : 

(1)  The  vessel  becomes  a  total  loss,  or 

(2)  The  vessel  becomes  a  constructive  total  loss, 
or 

(3)  The  voyage  is  frustrated  as  it  was  in  the  case 
of  The  Wildwood  and  of  The  Absaroka. 

None  of  these  contingencies  occurred  in  this  case  and 
the  values  for  limitation  purposes  should  accordingly 
be  taken  as  of  September  18,  1947,  the  date  of  the 
completion  of  the  voyage  in  Cuba. 

(d)  Since  Frode  had  no  right  to  abandon  the  voyage  in  San 
Francisco,  the  purported  abandonment  was  an  unlawful  act 
which  cannot  fix  the  date  as  of  which  the  limitation  fund  is 
to  be  determined. 

A  limitation  of  liability  proceeding  is  '^equitable  in 
its  nature.'"  Hartford  Accident  d:  Indemnity  Co.  v. 
Southern  Pacific  Co,,  273  U.  S.  207,  47  S.  Ct.  357,  71 
L.  ed.  612 ;  Eice  Grotvers  v.  Eederiaktieholaget  Frode, 
171  Fed.  (2d)  662. 

The  use  of  equitable  powers  in  a  limitation  pro- 
ceeding is  shown  by  The  Salvor e  (CCA.  2,  1929), 
1930  A.M.C  23,  36  F.  (2d)  712.  Before  the  filing  of  a 
petition  for  limitation  of  liability  by  the  owner  of  the 
'^Salvore,"  a  libel  in  personam  had  been  filed  by  a 
cargo  owner,  and  a  ship  other  than  the  ^'Salvore''  had 
been  seized  under  a  writ  of  foreign  attachment.  The 
shipowner  thereafter  sued  the  cargo  owner  in  Italy 
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for  unlawful  attachment  and  then  petitioned  for  limi- 
tation of  liability  in  New  York,  where  the  original 
libel  had  been  filed,  and  obtained  an  injunction.  The 
cargo  owner  moved  that  the  shipowner  be  required  to 
dismiss  the  Italian  action,  or  in  the  alternative,  that 
the  injunction  in  the  limitation  proceeding  be  dis- 
solved. 

The  Circuit  Court  of  Appeals  ordered  the  District 
Court  to  dissolve  the  injunction,  unless  the  shipowner 
stayed  the  trial  of  the  Italian  action  until  the  deter- 
mination of  the  cargo  owner's  claim. 

The  Court  stated: 

^^The  limitation  proceeding  was  an  appeal  to  a 
court  of  admiralty,  which  is  a  court  of  equity, 
invoking  the  aid  of  the  court,  and  the  appellee, 
seeking  equity,  should  Avillingly  do  equity  *  *  *'' 
(36  F.  (2d)  at  713.) 

'^The  court  below  having  obtained  prior  jurisdic- 
tion of  the  parties,  and  the  appellee  having  sought 
that  same  jurisdiction  in  its  limitation  proceed- 
ings, unquestionably  gave  the  court  the  power  to 
deal  with  the  appellee  l)efore  it  as  equity  and 
justice  required.''  (36  F.  (2d)  at  p.  714.) 

Thus,  the  Court  imposed  upon  the  party  seeking  the 
benefit  of  the  limitation  of  lial)ility  statute  the  equi- 
table condition  that  that  party  do  equity  before  he 
could  receive  equity. 

It  must  be  remembered  that  this  limitation  of  lia- 
bility proceeding  was  initiated  by  Frode,  not  by  Rice 
Growers,  and  that  Frode  is  the  party  who  seeks  equi- 
table relief.  This  Honorable  Court  should  accord- 
ingly  inquire,  and  the  trial   Court  should  have   in- 
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quired,  whether  the  conduct  of  Frode  is  such  as  to 
entitle  it  to  the  aid  of  a  Court. 

Frode  abandoned  the  voyage  without  justification. 
Its  only  purpose  was  to  ])e  able  to  carry  another  cargo 
and  thereby  pocket  $200,000  instead  of  the  $100,000 
which  it  had  already  received  from  Rice  Growers  for 
the  same  voyage. 

Thus  Frode  comes  ]:>efore  this  Honoral)le  Court, 
having  deliberately  breached  its  contract,  and  asks 
that  it  l)e  allowed  to  take  advantage  of  that  deliberate 
wrong.  As  a  court  of  equity,  this  Honorable  Court 
should  either  deny  Frode  the  right  to  invoke  the  limi- 
tation of  liability  statute  and  the  benefits  attached 
thereto  or  allow  Frode  to  seek  limitation  only  upon 
the  condition  that  Frode  do  equity  by  posting  a  bond 
based  upon  the  value  of  the  ^^Frej"  at  the  lawful  end 
of  her  voyage  in  Havana. 

(2)   SPECIFICATION  OF  ERROR  9. 

'^9.  Assuming  that  the  Court  was  justified  in 
fixing  the  amount  of  the  limitation  of  liability 
fund  as  of  a  date  earlier  than  the  date  of  the  end 
of  the  voyage  (September  18,  1947),  the  Court 
erred  in  adopting  June  19,  1947,  as  such  date, 
instead  of  August  4,  1947,  the  date  as  of  which 
said  Rederiaktiebolaget  Frode  became  entitled  to 
claim  the  benefits  of  the  limitation  of  liability 
statute  (46  U.S.C,  Sec.  181-195)  by  posting  its 
ad  interim  stipulation  for  value." 

We  have  heretofore  established  that: 
(1)     The  limitation  fund  must  be  determined  as  of 
the  end  of  the  voyage,  and 
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'  (2)  Short  of  destination,  there  can  be  an  end  to  a 
voyage  only  if : 

(a)  The  vessel  became  a  total  loss,  or 

(b)  The  vessel  became  a  constrnctive  total  loss,  or 

(c)  The  voyage  was  frustrated  within  the  mean- 
ing of  The  Wildwood  and  The  Ahsaroka. 

Our  position,  throughout  this  brief,  has  accord- 
ingly been  that,  short  of  destination,  a  shipowner  can 
invoke  the  limitation  statute  only  in  the  event  that 
one  of  the  foregoing  contingencies  occurred,  or  by 
posting  security  based  upon  values  at  the  end  of  the 
voyage. 

Should  the  rule  now  l)e  announced  for  the  first 
time,  however,  that  a  shipowner  can  invoke  the  limi- 
tation statute  and  post  security  based  on  values  short 
of  destination,  even  though  none  of  the  foregoing  con- 
tingencies occurred,  the  only  possible  date  as  of  which 
the  limitation  fund  can  then  be  fixed  is  the  date  as  of 
which  the  shipowner  made  his  election  to  iuA^oke  the 
statute.  In  this  case,  that  date  is  August  4,  1947,  the 
date  on  which  Prode  took  the  essential  and  irrevocable 
step  of  posting  the  security  required  by  the  statute. 

(3)   SPECIFICATION  OF  ERROR  3. 

*^3.  The  Court  erred  in  holding  that  for  the 
purpose  of  said  limitation  of  liability  fund  the 
value  of  the  pending  freight  of  said  Steamship 
'Prej'  was  to  be  fixed  at  Ninety-three  Thousand 
One  Hundred  Four  ($93,104.00)  Dollars." 
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Frode  must  also  surrender  the  freight  collected  by 
the  SS  ''Frej''  for  her  voyage  to  Havana.  It  is  set- 
tled that  the  amount  to  be  surrendered  is  the  gross 
freight,  without  deduction  for  the  expenses  of  earning 
it.  The  Jane  Grey,  99  Fed.  582 ;  The  Steel  Inventor, 
1929  A.M.C.  1610,  36  F.  (2d)  399;  In  re  W.  E,  Iledger 
Co.,  1932  A.M.C.  1064,  59  F.  (2d)  982. 

In  The  Jane  Grey,  supra,  the  shipowners  squarely 
presented  the  question  ^^as  to  their  right  to  subtract 
from  the  freight  then  pending  the  amount  of  their 
expenditures  in  sending  the  vessel  on  her  voyage". 
(99  Fed.  at  p.  592.)  Among  other  items,  they  sought 
to  deduct  ^' money  paid  to  stevedores  for  stowing  the 
cargo''.  (99  Fed.  at  p.  592.) 

The  Court  held  that  such  deduction  could  not  be 
made  and  that  the  ^^  money  paid  to  stevedores  for 
stowing  the  cargo"  was  a  part  of  the  pending  freight 
for  limitation  of  liability  purposes.  The  Court  em- 
phasized that,  if  those  handling  charges  were  not 
surrendered,  the  shipowners 

^*  might  with  equal  propriety  subtract  all  their 
other  expenses  connected  with  the  purchase  and 
fitting  out  of  the  vessel,  and  commissions  paid  to 
soliciting  agents  for  inducing  passengers  to  pur- 
chase tickets.  *  *  *  they  might  as  well  include  the 
value  of  the  sails,  rigging,  anchors,  cable,  and  hull 
of  the  ship.  ^  *  *  The  owner  is  required  to  suffer 
the  entire  loss  of  all  that  he  has  invested  in  the 
ship  and  on  account  of  the  voyage,  and  all  that 
he  has  received  for  freight  and  passage  monev, 
'.  (99  Fed.  at  p.  592.) 


4t  *  *?? 
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It  is  clear,  therefore,  that  in  this  case  the  limitation 
fund  must  include  not  only  the  amount  designated  in 
the  ^'Stipulation  Re  Value"  as  ''ocean  freight"  ($93,- 
104.00),  but  also  the  amounts  paid  to  stevedores  both 
in  San  Francisco  and  in  Havana  and  designated  as 
"Handling  Ghgs.  at  San  Francisco"  ($2,024.01)  and 
"Havana  Handling  Fee"  ($5,060.03).  It  is  also  clear 
that  the  amounts  designated  in  the  "Stipulation  Re 
Value"  as  "Manifest  Fee"  ($18.00)  and  "Wharfage 
at  San  Francisco"  ($1,770.99)  are  to  be  considered  as 
expenses  of  earning  the  freight  and  accordingly  are 
also  to  be  included  in  the  limitation  fund. 

To  summarize :  Rice  Growers  paid  to  Frode  a  total 
of  $101,977.03  as  the  cost  of  carrying  the  rice  to  Cuba. 
That  amount,  and  not  $93,104.00,  represents  the  earn- 
ings of  Frode  for  the  voyage  from  San  Francisco  to 
Havana,  the  amount  which  Frode  is  required  to  sur- 
render as  part  of  the  limitation  fund. 


CONCLUSION. 

The  limitation  of  lialnlity  fund  should  accordingly 
be  fixed  as  of  September  18,  1947,  at  Havana,  and 
should  include  the  following : 

(1)  The  value  of  the  SS  "Frej"  at 

the  end  of  her  voyage  (Havana)  .  .$275,000.00 

(2)  The  value  of  her  stores  at  the  end 

of  her  voyage  (Havana)   16,005.00 

(3)  The  freight  for  her  voyage 101,977.03 

or  a  total  of $392,982.03 
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Frode  should  now  ho  required  to  post  a  bond  in 
that  amount. 

Dated,  San  Francisco,  California, 
March  2, 1949. 

Respectfully  submitted, 

George  H.  Hauerken, 
Hauerken  &  St.  Clair^ 

Proctors  for  Appellant. 
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No.  12,074 

IN  THE 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Rice   Growers   Association  of   Cali- 
fornia (a  corporation), 

Appellant, 

vs. 

Rederiaktiebolaget   Frode    (a   corpo- 
ration),   Owner    of    the    Steamship 

^^Frej'', 

Appellee. 


BRIEF  FOR  APPELLEE, 


STATEMENT  OF  THE  CASE. 

Solely  because  of  the  quantity  of  argumentative 
matter  included  in  appellant ^s  statement  of  the  case, 
appellee  finds  it  necessary  to  present  the  following 
statement  of  the  case. 

At  8:30  P.M.  May  6,  1947,  the  SS  ^^Frej",  owned 
and  operated  by  appellee,  Rederiaktiebolaget  Frode^, 
a  Swedish  corporation,  cast  off  from  Pier  45-C  at 
San  Francisco  en  route  to  Havana,  Cuba,  having  on 
board  approximately   5060  tons   of   rice  shipped  by 


^Appellee  Rederiaktiebolaget  Frode  is  hereinafter  referred  to  as 
''Frode". 


Rice  Growers  Association  of  California^  appellant 
herein,  to  varions  consignees  in  Havana,  Cul)a,  under 
eighteen  separate  order  notify  bills  of  lading. 

At  approximately  8:50  P.M.  May  6,  1947,  a  fire 
broke  out  in  the  vessers  boiler  room.  The  fire,  whicli 
caused  extensive  damage,  was  combated  by  the  crew 
of  the  SS  ''Frej"  with  assistance  from  various  tugs 
and  other  craft,  until  the  early  forenoon  of  May  7, 
1947,  by  which  time  the  fire  was  extinguished. 

The  vessel  was  towed  to  shallow  water  to  avoid  her 
sinking  in  deep  water,  and  at  11 :30  P.  M.  May  6, 1947, 
the  vessel  was  anchored  in  23  feet  of  water  about 
one-half  mile  southeast  of  Southampton  Shoals  to 
avoid  loss  of  the  vessel.  After  extinguishing  the  fire 
the  A^essel  was  in  fact  resting  on  the  bottom  and  all 
efforts  to  refloat  it  failed  until  a  quantity  of  water 
had  been  pumped  out,  after  which  the  vessel  was 
refloated  at  approximately  10 :00  P.  M.  May  7,  1947, 
with  the  assistance  of  several  tugboats. 

At  1:15  A.  M.  May  8,  1947,  the  SS  ^^Frej''  returned 
to  San  Francisco  and  was  moored  at  Pier  45-A. 
Thereafter,  with  the  consent  of  all  parties,  the  entire 
cargo  was  unladen,  and  nearly  40%  of  the  cargo  was 
retained  and  disposed  of  in  the  San  Francisco  Bay 
region,  having  l^een  damaged  by  water,  smoke  and  fire. 

The  discharge  of  the  cargo  was  completed  on  May 
14,  1947.  As  promptly  thereafter  as  possible  specifica- 
tions for  repairs  were  prepared  and  bids  were  taken 


-Rice  Growers  Association  of  California,  appellant  herein,  is 
hereinafter  referred  to  as  ' '  Rice  Growers ' '. 


thereon  (Apostles  on  Appeal  pp.  46-47)  ;  the  lowest 
bid,  that  of  General  Engineering  &  Dry  Dock  Com- 
pany, was  accepted  by  Frode,  and  the  vessel  was 
taken  to  the  repair  yard  of  General  Engineering  & 
Dry  Dock  Company  at  Alameda,  California,  on  or 
about  May  23,  1947. 

On  June  6,  1947,  Rice  Growers,  appellant  herein, 
filed  a  libel  in  the  District  Court  of  the  United  States 
for  the  Northern  District  of  California,  Southern 
Division,  for  recovery  of  damages  in  the  amount  of 
$365,990.  The  libel  prayed  that  the  SS  ^^Frej"  be 
condemned  and  sold  to  satisfy  Rice  Growers'  claim. 
Pursuant  to  the  libel,  in  rem  process  issued,  and  the 
SS  ^^Frej"  was  seized  and  reduced  to  the  possession 
of  the  United  States  Marshal. 

On  June  25,  1947,  two  crew  members,  Jakko  Olavi 
Eriksson  and  Hamalainen,  libeled  the  SS  ^^Frej" 
for  damages,  wages,  etc.,  said  to  have  resulted  during 
said  voyage,  in  the  amount  of  $8,837.14. 

On  June  19,  1947,  Frode  abandoned  the  voyage  and 
so  notified  all  receivers  and  shippers  of  the  rice  cargo, 
including  Rice  Growers,  appellant  herein  (Exhibit 
^*B'',  Apostles  on  Appeal,  p.  51). 

On  July  17,  1947,  Rice  Growers,  appellant  herein, 
amended  its  libel  to  include  additional  claims  in  the 
amount  of  $100,000. 

On  July  25,  1947,  Frode  filed  jjetition  for  exonera- 
tion from  or  limitation  of  liability  as  owners  of  the 
S'S  ''Frej"  (Apostles  on  Appeal  p.  2). 


On  July  26,  1947,  Fi'ode  and  Rice  Growers  entered 
into  an  agreement  (Apostles  on  Appeal,  Exhibit  *^C", 
p.  51),  which,  for  the  mutual  benefit  of  all  parties 
and  without  prejudice,  compromised  certain  claims  in 
dispute.  In  essence,  the  terms  of  the  agreement  made 
it  possible  for  Frode  to  secure  the  release  of  the  vessel, 
in  return  for  which  Rice  Growers  received  an  under- 
taking to  transport  approximately  3200  tons  of  sound 
rice  to  Havana. 

Frode  did  not  by  this  agreement  or  otherwise 
rescind  the  abandonment  of  the  voyage  effected  on 
June  19,  1947,  nor  did  it  in  any  way  or  at  any  time 
consent  to  transport  the  sound  rice  to  Havana  other 
than  under  a  new  and  independent  arrangement,  as 
set  forth  in  the  agreement  of  July  26,  1947,  even 
though  for  convenience  said  agreement  of  July  26, 
1947,  provided  that  the  new  transportation  should  be 
under  the  'terms''  of  the  original  bills  of  lading,  and 
no  inference  that  the  abandonment  of  the  voyage  on 
June  19,  1947,  was  withdrawn  or  rescinded  may  be 
drawn  from  the  fact  that  pursuant  to  said  agreement, 
the  SS  *'Frej'^  proceeded  to  Havana  and  reloaded 
and  transported  said  sound  rice  to  Havana. 

Paragraph  six  of  said  agreement  of  July  26,  1947 
(Exhibit  ''G",  Apostles  on  Appeal,  p.  52)  provides: 
^^The  carrying  on  of  the  cargo  and/or  this 
agreement  shall  in  no  way  prejudice  any  right 
or  rights  which  either  party  now  has  and  shall 
not  affect  the  status  quo  of  the  purported  aban- 
donment of  the  voyage  at  San  Francisco,  Cali- 
fornia."^ 


^Emphasis  supplied  unless  otherwise  noted. 


On  August  1,  1947,  the  Shipowners  &  Merchants 
Towboat  Co.,  Ltd.  and  Shipowners  &  Merchants  Tug- 
boat Company  filed  a  libel  in  connection  with  the 
salvage  services  rendered  to  the  SS  ''Frej"  during 
and  after  the  fire  in  the  amount  of  $50,000. 

For  the  purpose  of  fixing  the  amount  of  the  limita- 
tion of  liability  fund  the  parties  have  stipulated  to 
the  following  values: 


Vessel       Stores 


May      6,  1947 $255,000     $16,845 

(Prior  to  fire) 


Freight 

Aggregate  bill  of  lading  charges 
total  $101,977.03,  which  included 
the  following  items : 

Ocean  freight  $93,104.00 

Havana  handling  fee 5,060.03 

Manifest  fee  18.00 

Handling    chgs    at    San 

Francisco    2,024.01 

Wharfage  at  San  Fran- 
cisco       1,770.99 

May      8,  1947 106,000        8,329 

June    19,  1947 117,000        3,000 

Aug.      4,  1947 275,000       21,825 

Sept.   18,  1947 275,000      16,005 

p  This  ajjpeal  puts  in  question  the  amount  of  the 
limitation  of  liability  fund.  By  reason  of  the  stipula- 
tion of  values  entered  into  by  the  parties  (Apostles 
on  Appeal  p.  45  at  p.  50),  the  appellant's  nine  assign- 
ments of  error  raise  only  two  questions.  The  first 
question  which  is  presented  by  assignments  of  error  1, 
2,  4,  5,  (),  7,  8  and  9  (Apostles  on  Appeal  p.  57)  is 
whether  the  District  Court  erred  in  fixing  the  value 
of  the  vessel  and  its  freight  as  of  June  19,  1947,  the 
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date  on  which  ap])ellee  Frode  abandoned  the  voyage. 
The  second  question  which  is  raised  by  appellant's 
assignment  of  error  numl)er  3  (and  also  collaterally 
by  catch-all  assignment  or  error  number  5)  is  whether 
the  District  Court  erred  in  refusing  to  include  in  the 
limitation  fund  certain  accessorial  or  port  charges 
in  addition  to  the  freight. 


ARGUMENT. 

Appellee ^s  argument  will  be  presented  in  two  parts. 
The  first  part  will  treat  the  question  of  the  time  for 
fixing  the  value  of  the  limitation  fund.  The  second 
part  will  treat  the  question  of  items  inchidible  in 
**freight  for  the  voyage." 


PART  I. 

SUMMARY. 

The  value  of  the  ship  and  pending  freight  must  be 
fixed  as  of  the  end  of  the  voyage.  The  voyage  of  the 
SS.  ''Frej"  ended  on  June  19,  1947,  when  the  voyage 
was  abandoned  by  Frode,  the  shipowner  and  appellee 
herein. 

For  limitation  of  liability  purposes  the  values  must 
be  taken  at  the  end  of  the  voyage.  The  ^^Frej  's''  voyage 
was  ended  by  the  abandonment  on  June  19,  1947,  re- 
gardless of  whether  or  not  there  was  a  frustration 
of  the  voyage.  Even  though  not  relevant  to  the  issues 
properly  presented   by   the  appeal,  the   SS   ''Frej'' 
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was  a  constructive  total  loss  following  the  fire  on 
May  6-7,  1947,  and  this,  with  other  stated  circum- 
stances, properly  caused  the  voyage  to  be  deemed 
frustrated  at  the  time  of  the  al)andonment  on  June 
19,  1947. 


(A)  FOR  LIMITATION  OF  LIABILITY  PURPOSES  THE  VESSEL 
MUST  BE  VALUED  AT  THE  END  OF  THE  VOYAGE.  THE 
VOYAGE  IN  QUESTION  ENDED  ON  JUNE  19,  1947. 

The  value  of  the  vessel  and  its  pending  freight  for 
the  purpose  of  determining  the  amount  of  the  limita- 
tion of  liability  fund  must  be  established  as  of  the 
end  of  the  voyage.  This  rule  is  not  questioned  by 
either  appellant  Rice  Growers  or  appellee  Frode  and 
is  clearly  supported  by  the  cases. 
tm  Place  v.  Norwich  &  N.  Y.  Transportation  Co., 

118  U.S.  468,  30  L.Ed.  134; 

»The  Great  Western,  118  U.S.  520,  30  L.  Ed.  156 
(1885)  ; 
Pacific  Coast  Co,  v.  Reynolds,  114  Fed.  877  (9 

CCA  1902)  ; 
Boston  Marine  Insurance  Co.  v.   The  Metro- 
politan Redwood  Lumber  Co.  et  al.,  197  Fed. 
703  (9  CCA  1912). 

The  only  question  presented  by  appellant  Rice 
Growers^  specifications  of  error  1,  2,  4,  5,  6,  7,  8  and  9 
is  whether  the  District  Court  erred  in  finding  that  the 
limitation  fund  should  be  valued  as  of  June  19,  1947, 
the  date  that  the  voyage  was  abandoned. 

The  cargo  shipped  by  the  appellant  Rice  Growers 
was  the  only  cargo  on  board  the  SS  ^'Frej^'  during 
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the  voyage  in  question,  wliich  began  at  San  Francisco 
on  May  6,  1947.  This  voyage  was  unequivocally  ter- 
minated and  al)andoned  by  appellee  Frode  on  June 
19,  1947,  on  which  date  notice  of  the  termination  and 
abandonment  of  the  voyage  was  sent  to  all  shippers 
and  receivers  of  the  cargo  (Exhiint  ^'B'',  Apostles  on 
Appeal,  p.  51). 

It  is  Frode 's  position  that  the  circumstances  of  the 
case  were  such  as  to  justify  Frode  in  abandoning  the 
voyage  under  the  general  maritime  law  and  the  pro- 
visions of  its  IhIIs  of  lading,  but  that  whether  or  not, 
under  the  several  contracts  of  carriage,  the  abandon- 
ment was  or  was  not  justified,  the  unequivocal  aban- 
donment of  the  voyage  by  Frode  did  in  fact  end  the 
voyage  on  June  19,  1947,  as  of  which  date  the 
vessel  and  its  pending  freight  must  be  valued  for  the 
purpose  of  estal)lishing  the  amount  of  the  limitation 
of  liability  fund. 

At  no  time  did  Frode  rescind  the  abandonment  of 
the  voyage  or  elect  to  continue  the  voyage.  The  fact 
that  the  ''Frej''  later  proceeded  to  Havana  under  an 
entirely  separate  and  independent  agreement  dated 
July  26,  1947  (Exhibit  "C'\  Apostles  on  Appeal,  p. 
51)  despite  the  numerous  references  thereto  in  appel- 
lant's opening  ])rief,  furnishes  no  basis  whatsoever  for 
appellant  Rice  Growers'  contention  that  the  voyage 
of  the  '^Frej",  which  began  on  May  6,  1947,  continued 
until  the  arrival  and  discharge  of  the  vessel  at  Ha- 
vana. The  arguments  of  Rice  Growers  in  that  respect 
are  directly  contrary  to  the  agreed  stipulation  of 
facts.    The  ultimate  transportation  of  the  sound  rice 
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cargo  to  Havana  by  the  ^^Frej"  was  solely  pursuant 
to  the  new  agreement  entered  into  on  July  26,  1947, 
and  did  not  in  any  way  constitute  a  reinstatement 
of  the  original  voyage  which  began  at  San  Francisco 
May  6,  1947  and  terminated  at  San  Francisco  on 
June  19,  1947. 

Quoted  below  are  respectively  the  applicable  pro- 
visions of  the  agreement  of  on-carriage  and  of  the 
Stipulation  Re  Value. 

^^6.  The  carrying  on  of  the  cargo  and/or  this 
agreement  shall  in  no  way  prejudice  any  right 
or  rights  which  either  party  now  has  and  shall 
not  affect  the  present  status  quo  of  the  purported 
abandonment  of  the  voyage  at  San  Francisco, 
California.''  (Exhibit  ^^C'V^postles  on  Appeal, 
p.  52.) 

^^12.  Pursuant  to  said  agreement  (Exhibit 
"C)  and  between  August  4  and  August  8,  1947, 
the  said  about  3232  tons  of  rice  formerly  loaded 
in  holds  1,  2,  4  and  5  were  reloaded  on  the  ship 
at  San  Francisco.  On  August  11,  1947,  the  ship 
sailed  from  San  Francisco  for  Havana  with  only 
said  3232  tons  of  rice  cargo  aboard,  and  she 
arrived  at  Havana  on  August  31,  1947,  and  com- 
pleted discharge  of  said  3232  tons  on  September 
18,  1947."    (Apostles  on  Appeal  p.  49.) 
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(B)  THE  VALUE  OF  THE  "FREJ"  FOR  LIMITATION  OF  LIA- 
BILITY PURPOSES  MUST  BE  FIXED  AS  OF  THE  ABANDON- 
MENT  OF  THE  VOYAGE  ON  JUNE  19,  1947,  WITHOUT  RE- 
GARD TO  POSSIBLE  COLLATERAL  CONTRACTUAL  LIA- 
BILITIES. 

The    amount   of   the    limitation    of    liability    fund, 
which  is  the  subject  matter  of  this  ajjpeal,  concerns 
a  right  of  appellee  Frode  which  is  solely  and  exclu- 
sively statutory  in  nature  and  which  is  determined 
solely  by  the  provisions  of  Title  46  USCA  Section  185: 
*' Section  185.     Petition  for  limitation  of  lia- 
bility; deposit  of  value  of  interest  in  conrt;  trans- 
fer of  interest  to  trustee. 

"T\\Q  vessel  owner,  within  six  months  after  a 
claimant  shall  have  given  to  or  filed  with  such 
owner  written  notice  of  claim,  may  petition  a 
district  court  of  the  United  States  of  competent 
jurisdiction  for  limitation  of  liability  within  the 
provisions  of  this  chapter  and  the  owner  (a)  shall 
deposit  with  the  court,  for  the  benefit  of  claim- 
ants, a  sum  equal  to  the  amount  or  value  of  the 
interest  of  such  owner  in  the  vessel  and  freight, 
or  approved  security  therefor,  as  the  court  may 
from  time  to  time  fix  as  necessary  to  carry  out 
the  provisions  of  section  183  of  this  title,  or 
(b)  at  his  option  shall  transfer,  for  the  benefit 
of  claimants,  to  a  trustee  to  be  appointed  by  the 
court  his  interest  in  the  vessel  and  freight,  to- 
gether with  such  sums,  or  approved  security 
therefor,  as  the  court  may  from  time  to  time  fix 
as  necessary  to  carry  out  the  provisions  of  sec- 
tion 183  of  this  title.  Upon  compliance  with  the 
requirements  of  this  section  all  claims  and  pro- 
ceedings against  the  owner  with  respect  to  the 
matter  in  question  shall  cease.'' 
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Although  appellant  Rice  Growers  devotes  a  major 
portion  of  its  opening  brief  to  the  assertion  of  various 
theories  and  doctrines  of  the  law  of  contracts,  it  is 
apparent  and  has  long  been  recognized  by  the  courts 
of  the  United  States  that  the  right  to  limitation  of 
liability  and  the  various  incidents  thereto  are  exclu- 
sively statutory  in  nature. 

^^The  right  of  a  shipowner  in  the  United  States 

to  limit  his  liability  is  wholly  statutory,  and  any 

proceedings  for  limitation  are  governed  entirely 

b}^  the  statutory  provisions  creating  such  a  right." 

The  Maine,  28  Fed.  Supp.  578  at  582. 

The  rule  that  the  ^S^oyage''  should  be  the  unit  for 
limitation  of  liability  purposes  was  accepted  by  our 
courts  as  a  necessary  inference  from  the  applicable 
statutes  and  is  the  only  practicable  rule  affording 
needed  certainty  and  consistency  in  such  cases. 

Place  V.  Norwich  &  N.  Y,  Transportation  Co,, 
118  U.S.  468,  30  L.  Ed.  134. 

Whether  the  voyage  is  terminated  rightfully  or 
wrongfully  or  whether  the  termination  of  the  voyage 
constitutes  a  breach  of  contract  as  to  some  persons 
are  matters  of  no  moment  in  so  far  as  determining 
the  end  of  the  voyage  for  limitation  of  liability  pur- 
poses is  concerned.  In  applying  the  limitation  of  lia- 
bility statutes  the  only  pertinent  inquiry  is,  ^^When 
did  the  voyage  end?'' 

That  the  shipowner  always  has  it  in  his  power  to 
terminate  the  voyage  is  recognized  by  the  courts  and 
is  ably  discussed  in  The  Lara,  1947  AMC  27  (U.S. 
District  Court,  Southern  District  of  New  York),  in 
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which  the  vessel,  being-  on  a  voyage  from  New  York 
to  Barranqiiilla,  Colomlna,  was  involved  in  a  collision 
off  the  coast  of  North  Carolina  on  Fe])rnary  26,  1942. 
It  put  into  Charleston  for  inspection,  then  proceeded 
to  Tampa,  where  she  was  drydocked  and  repairs  in 
the  amount  of  $46,500  were  effected.  After  the  com- 
pletion of  the  repairs  she  proceeded  on  her  voyage, 
arriving  at  her  original  port  of  destination,  Barran- 
quilla,  Colombia,  on  April  9,  1942.  In  this  case  the 
confirmed  report  of  the  commissioner  of  the  United 
States  District  Court  correctly  held  as  follows: 

^^  After  the  collision  and  before  the  termination 
of  the  voyage,  the  damages  caused  to  the  Lara 
by  reason  of  the  collision  with  the  Cassimir  were 
repaired  and  expenses  incurred  in  connection 
therewith  by  the  ow^ner  of  the  Lara  in  the  sum 
of  $46,337.49  so  that  at  the  termination  of  the 
voyage,  the  vessel  was  in  a  fully  repaired  con- 
dition. Petitioners  contend  that  this  sum  should 
be  deducted  from  any  amount  found  to  be  the 
value  of  the  Lara  at  the  termination  of  the 
voyage. 

''It  is  well  established  that  the  value  of  the 
ship  to  be  surrendered  )3y  an  owner  in  a  limita- 
tion proceeding  is  her  value  at  the  end  of  the 
voyage  on  which  she  was  engaged  at  the  time 
of  the  happening  of  the  casualty  or  casualties.  City 
of  Norwich,  118  U.S.  468,  The  Great  Western,  118 
U.S.  520.  The  place  of  termination  of  a  voyage 
may  vary.  In  this  case  the  owner  could  have  ter- 
mi'iiated  the  voyage  at  Charleston,  South  Caro- 
liym  or  at  Tampa,  Florida,  before  making  any 
repair  at  either  place  and  the  value  of  the  interest 
of  the  otvner  of  limitation  of  liability  purposes 


13 


would  then  have  been  the  value  of  the  vessel  in 
her  damaged  condition  at  either"  place.  However, 
the  owner  elected  to  make  repairs,  and  continue 
the  voyage  and  upon  completion  thereof  to  file  its 
petition  for  limitation.  It  recognizes  the  value 
it  is  to  file  is  the  value  at  the  end  of  the  voyage. 
Its  petition  refers  to  all  claims  arising  out  of  the 
voyage,  whether  out  of  the  collision  itself  or  prior 
thereto  or  thereafter.  If  an  owner  elects  to  con- 
tinue the  voyage  at  the  risk  of  damage-claimant's 
security  and  thereafter  ask  for  limitation  of  lia- 
bility as  to  all  claims  occurring  on  the  voyage 
whether  at  the  time  of  the  collision,  prior  to  or 
subsequent,  up  to  the  termination  of  the  voyage, 
he  cannot  expect  the  value  to  be  fixed  at  a  sum 
other  than  her  value  in  the  condition  she  is  upon 
her  arrival  at  the  port  where  the  otvner  elects  to 
terminate  the  voyage/' 
The  Lara,  1947  AMC  27. 

The  'S'oyage"  for  limitation  of  liability  purposes 
was  carefully  considered  by  the  Circuit  Court  of 
Appeals  for  the  second  Circuit  in  La  Bourgogne,  139 
Fed.  433  at  436,  in  which  the  court  said : 

' '  In  determining  precisely  what  such  adventure 
is  under  this  statute,  we  concur  with  the  District 
Judge  in  the  conclusion  that  the  controlling  cir- 
cumstances are  not  to  he  found  in  the  shipowner's 
agreements  ivith  individual  shippers,  nor  in  the 
length  of  time  for  which  a  crew  may  be  hired  or 
the  ship  provisioned;  nor  is  it  important  what 
nomenclature  may  l)e  adopted  in  the  shipowner's 
logbook  or  in  the  daily  talk  of  its  officers,  nor 
how  he  keeps  his  accounts,  nor  how  often  the  ship 
is  inspected.    The  fundamental  question  seems  to 
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be  this:  Considering'  the  merchandise  and  pas- 
sengers which  are  shipped  as  a  whole,  when  does 
a  ship  reacli  a  port  where  such  merchandise  and 
passengers  are  no  longer  any  part  of  them  ex- 
posed to  the  risks  of  transport  by  that  ship?'' 

The  sole  question  l)efore  this  honorable  Court  on 
this  phase  of  the  appeal  is,  ''When  did  the  voyage 
end?"  Certain  ludicrous  and  impossible  results  nec- 
essarily follow  if  Frode's  iniequivocal  abandonment 
and  termination  of  the  voyage  on  June  19  be  deemed 
ineffective  to  ''end  the  voyage."  On  one  hypothesis, 
i.e.,  that  if  the  SS  "Frej"  after  leaving  San  Fran-  ; 
Cisco  for  Havana  on  August  11,  1947  had  sunk  and  be-  I 
come  a  total  loss,  with  a  total  loss  of  all  cargo  on  board, 
the  amount  of  the  limitation  fund  for  all  claims 
arising  between  May  6  and  the  loss  of  the  vessel 
would  be  only  the  amount  of  the  freight  pending  at 
the  time  of  the  loss  of  the  vessel,  in  spite  of  Frode's 
termination  of  the  voyage  on  June  19,  1947  and  con- 
sistent and  unmodified  refusal  thereafter  to  continue 
the  original  voyage.  In  such  a  situation  Rice  Growers 
would  be  the  first  to  maintain  that  the  voyage  had  , 
ended  on  June  19.  ■ 


i<^'> 


By  reason  of  the  stipulation  contained  in  paragraph 
6"  of  the  agreement  of  July  26,  1947  (Exhibit  "C", 
Apostles  on  Appeal  p.  51),  the  fact  that  the  SS  "Frej" 
proceeded  to  Havana  with  rice  cargo  belonging  to 
appellant  Rice  Growers  on  board  may  not  be  consid- 
ered any  more  a  reinstatement  of  the  original  voyage 
than  if  on  August  11  the  SS  "Frej"  had  sailed  from 
San   Francisco   to    Singapore   with   an   entirely   new 


15 


cargo  on  board.  In  such  a  situation  under  appellant 
Rice  Growers'  premise  that  the  termination  of  the 
voyage  on  June  19,  1947,  did  not  ^^end  the  voyage/' 
and  that  the  voyage  could  end  only  with  the  arrival 
of  the  SS  ^^Frej"  at  Havana,  the  ^^Frej"  would  find 
herself  in  the  interesting  but  somewhat  implausible 
legal  situation  of  possibly  sailing  the  seven  years  for 
as  many  years  as  the  Flying  Dutchman  without  ever 
^^ ending  the  voyage"  which  it  began  at  San  Francisco 
on  May  6,  1947. 

There  is  no  act  or  happening  that  more  clearly 
terminates  a  voyage  than  the  abandonment  thereof 
by  the  shipowner.  After  abandonment  of  the  voyage 
by  the  shipowner,  the  cargo  is  free  to  obtain  on- 
carriage  by  other  conveyances.  If  the  abandonment 
is  proper,  the  cargo  interests  normally  have  no  re- 
course against  the  shipowner;  on  the  other  hand,  if 
the  abandonment  is  unjustified,  the  shipowner  must 
answer  to  the  cargo  interests  for  breach  of  contract. 
In  either  event,  the  voyage  is  ended  by  the  abandon- 
ment. Appellant  Rice  Growers  admit  that  the  voyage 
was  abandoned  on  June  19,  1947  (appellant's  Opening 
Brief  p.  22),  but  then  assert  with  but  scant  regard 
for  consistency  that  the  abandonment  of  the  voyage 
did  not  '^end  the  voyage"  because  the  voyage  was 
abandoned  ' '  without  j  ustification. ' '  The  ' '  voyage ' ' 
furnishes  a  convenient  and  practical  unit  for  limita- 
tion of  liability  purposes,  and  it  is  respectfully  sub- 
mitted that  a  court  is  not  required  to  inquire  into  the 
multitude  of  contracts  measured  by  the  voyage  to 
which  every  vessel  is  party,  including  contracts  for 
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insurance,  crew,  officers,  cargo  and  passengers,  to  de- 
termine whether,  imder  the  terms  of  any  of  such 
contracts,  possibly  a  somewhat  different  provision  for 
the  ^'end  of  the  voyage'^  was  contemplated. 

La    Boiirgogne,    139    F.    433    at    436    (quoted 
supra). 

The  United  States  limitation  of  lialnlity  statutes 
were  enacted  ^^to  promote  the  Imilding  of  ships  and 
to  encourage  persons  engaged  in  the  business  of  Navi- 
gation/' 

Moore  v,  American  Transportation  Co.  (1860), 
65  U.S.  1,  16  L.  Ed.  674. 

The  courts  of  the  United  States,  in  applying  and 
construing  the  limitation  of  liability  statutes,  have,  in 
keeping  with  the  underlying  purpose  of  such  statutes, 
consistently  so  construed  and  api)lied  them  as  to  per- 
mit the  vessel  to  remain  in  the  custody  of  the  owner 
available  for  commercial  maritime  employment  and 
to  provide  an  incentive  for  the  otvner  to  repair  the 
vessel  and  return  the  vessel  to  profitable  and  economic 
employment  as  soon  as  practicable.  This  policy  is 
aptly  demonstrated  by  the  refusal  of  the  courts  to 
include  the  proceeds  of  marine  hull  insurance  in  the 
limitation  fund. 

^^The  benefit  of  the  statute  may  be  obtained 
either  by  abandoning  the  vessel  to  the  creditors 
or  persons  injured  or  by  having  her  appraisement 
made  and  paying  the  money  into  court  or  giving 
a  stipulation  in  lieu  of  it  and  keeping  the  vessel. 
This  double  remedy  given  by  our  statutes  is  a 
great  convenience  to  all  parties.  It  does  not  make 
two  measures  or  standards  of  liability;  for  the 
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measure  is  the  same  ivhichever  course  is  adopted; 
hut  it  enables  the  otvner  to  lay  out  money  in  re- 
covering and  repairing  the  ship  without  increas- 
ing the  burden  to  tvhich  he  is  subjected." 

Place  V.  Norivich  cf  A^.  Y.  Transportation  Co., 
118  U.S.  468,  30  L.  Ed.  134. 

Any  ruling  of  the  sort  contended  for  by  appellant 
Rice  Growers  as  to  the  time  for  fixing  the  amount 
of  the  limitation  of  liability  fund  would  be  utterly 
inconsistent  with  the  rule  stated  above.  The  argu- 
ments urged  by  appellant  Rice  Growers  are  utterly 
inconsistent  with  the  clearly  enunciated  policy  of  the 
courts  of  the  United  States  in  applying  the  limitation 
of  liability  statutes  so  as  to  permit  the  owner  to 
repair  the  vessel  and  return  it  to  useful  employment 
as  promptly  as  possible.  It  is  respectfully  submitted 
that  under  any  of  the  arguments  advanced  by  appel- 
lant Rice  Growers,  the  only  economic  incentive  op- 
erating on  any  shipowiier  would  be  to  exercise  its 
right  to  surrender  the  vessel  as  promptly  as  possible 
after  the  casualty  to  a  trustee  under  Title  46  USCA 
Sec.  185.  If  the  argument  asserted  by  appellant  were 
law,  no  shipowner  would  ever  expend  some  150%  of 
the  value  of  the  wreck  in  effecting  repairs,  as  did 
Frode  in  this  case. 

Under  Title  46  USCA  Sec.  185,  the  shipowner  is 
clearly  entitled  to  surrender  the  vessel  to  a  trustee 
at  any  time  within  six  months  after  receiving  notice 
of  claim,  thereby  terminating  any  voyage  that  the 
vessel  may  be  on.  The  statute  itself  recognizes  that 
the  end  of  the  voyage  is  to  be  determined  without 
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regard  to  the  multitude  of  contractual  questions  raised 

by  appellant  Rice  Growers. 

*'185.  The  vessel  owner,  within  six  months 
after  a  claimant  shall  have  given  to  or  filed  with 
such  owner  written  notice  of  claim,  may  petition 
a  district  court  of  the  United  States  of  competent 
jurisdiction  for  limitation  of  liability  within  the 
provisions  of  this  chapter  and  the  owner  *  *  *  or 
(b)  at  his  option  shall  transfer,  for  the  benefit 
of  claimants,  to  a  trustee  to  he  appointed  hy  the 
court  his  interest  in  the  vessel  and  freight 


■Jt     *     *    7> 


The  above  quoted  statutory  provision  clearly  recog- 
nizes the  right  of  the  shipowner  to  terminate  the 
voyage  at  any  time  the  shipowner  may  elect  within 
the  six  month  statutory  period  and  that  for  limitation 
of  liability  jjurposes  the  shipowner  may  end  the  voyage 
by  abandonment  without  regard  to  collateral  questions 
under  the  law  of  contracts. 

The  appellant  Rice  Glrowers  advances  the  argument 
that  under  equitable  principles  the  abandonment  of 
the  voyage  by  the  shipowner  on  June  19,  1947,  must 
be  deemed  to  be  comi)letely  ineffective  and  the  voyage 
must  be  considered  to  have  ended  only  when  the  vessel 
completed  unloading  at  Havana  on  September  18, 
1947.  It  is  resi^ectfully  submitted  that  the  ''end  of 
the  voyage''  is  a  fact  certain  which  was  definitely 
established  by  the  unequivocal  action  of  the  appellee 
Frode  on  June  19,  1947.  It  may  be  noted  in  passing, 
however,  that  api)ellant  Rice  Growers  is  hardly  in  a 
position  ''equita])ly"  to  claim  that  under  equitable 
principles  the  abandoiunent  of  the  voyage  on  June 
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19,  1947,  was  ineffective  since  it  was  appellant  Rice 
Growers'  own  action  in  libeling  the  ship  for  more 
than  three  times  the  value  of  the  wreck,  as  much  as 
any  other  single  factor,  that  made  it  appear  to  ap- 
pellee Frode  on  June  19,  1947,  in  view  of  exchange 
restrictions,  that  the  voyage  could  not  possibly  be 
continued. 

It  is  the  jjosition  of  appellee  Frode  that,  for  the 
purposes  of  the  limitation  of  liability  statutes,  the 
shipowner  is  entitled  to  have  the  value  of  the  vessel 
and  its  pending  freight  determined  as  of  the  end  of 
the  voyage  and  that  the  voyage  may  be  ended  by  the 
voluntary  act  of  the  shipowner. 

Appellee  Frode 's  action  in  abandoning  the  voyage 
on  June  19,  1947,  was  neither  willful  nor  unreason- 
able, but  on  the  contrary  the  circumstances  of  the 
case  fully  justified  the  abandonment  of  the  voyage 
on  June  19,  1947,  even  though  it  is  respectfully  sub- 
mitted that  under  the  applicable  statutes  and  authori- 
ties the  vessel  and  its  pending  freight  must  be  valued 
as  of  June  19,  1947,  whether  the  a])andonment  be 
deemed  justified  or  unjustified. 


(C)  ALTHOUGH  IRRELEVANT  FOR  LIMITATION  OF  LIABILITY 
PURPOSES,  APPELLEE  FRODE  WAS  JUSTIFIED  UNDER 
THE  LAW  OF  CONTRACTS  IN  ABANDONING  THE  VOYAGE 
ON  JUNE  19,  1947. 

Appellant  Rice  Growers  contends  (Appellant's 
Opening  Brief,  pp.  20  and  23)  that  ''the  voyage  of  a 
vessel  may  be  abandoned  only  if : 


20 


(1)  The  vessel  becomes  a  total  loss,  or 

(2)  The  vessel  becomes  a  constructive  total  loss,  or 

(3)  The  voyage  is  frustrated,  as  it  was  in  the  case 
of  The  Wildwood  and  The  AbsaroUa." 

The  position  asserted  by  appellant  Rice  Growers 
in  the  above  quotation  is  obviously  mistaken;  it  is 
patent  that  for  limitation  of  liability  jnirposes  the 
voyage  of  a  vessel  may  be  abandoned  and  ended  by 
its  owner  at  any  time  without  regard  to  the  conditions 
stated  by  api3ellant  Rice  Growers.  For  the  purposes 
of  discussion,  however,  Frode  is  content  to  assume 
that  the  above  quotation  from  appellant  Rice  Growers' 
opening  brief  properly  states  the  conditions  precedent 
to  the  abandonment  of  a  voyage  in  the  absence  of 
which  a  vessel  owner  will  be  liable  to  shippers  as  for 
breach  of  contract  under  most  contracts  of  carriage. 
Although  appellee  Frode  does  not  believe  that  such 
questions  of  contractual  obligations  are  in  any  way 
pertinent  to  this  appeal,  since  appellant  Rice  Growers 
has  devoted  such  extensive  discussion  to  such  ques- 
tions, appellee  Frode  feels  constrained  to  discuss  the 
questions  sufficiently  to  demonstrate  that  even  under 
the  rules  asserted  by  appellant  Rice  Growers  the 
voyage  of  the  SS  ^'Frej''  w^as  properly  abandoned 
on  or  prior  to  June  19,  1947,  as  (1)  the  vessel  had 
become  a  constructive  total  loss,  and  (2)  the  voyage 
was  frustrated  as  it  was  in  the  case  of  The  Wildwood 
and  The  Ahsaroka. 
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(1)  The  SS  'Trej"  was  a  constructive  total  loss  under  both  the 
American  and  English  rules. 

Under  the  American  rule  the  vessel  is  a  construc- 
tive total  loss  if  the  cost  of  repairing  the  damage 
suffered  by  the  vessel  exceeds  fifty  per  cent  of  the 
sound  value  of  the  vessel. 

Jeffcott  V.  Aetna  Instirmice  Co,  (1942),  129  F. 
2d  582  at  586. 

In  the  instant  case  the  SS  ^'Frej''  was  clearly  a 
constructive  total  loss  on  May  8,  1947,  following  the 
fire,  as  the  cost  of  repairing  the  damage  caused  Ijy 
the  fire,  $167,498.99  (Stipulation  Re  Value,  paragraph 
4,  Apostles  on  Appeal  p.  47),  was  in  excess  of  65% 
of  the  sound  value  of  the  vessel,  $255,000  (Stipulation 
Re  Value,  paragraph  13,  Apostles  on  Appeal  p.  50). 

Appellee  Frode  does  not  believe  or  contend  that 
whether  the  SS  ^^Frej"  was  or  was  not  a  constructive 
total  loss  following  the  fire  is  a  proper  consideration 
or  relevant  to  the  questions  involved  in  this  appeal. 
Appellee  Frode  points  out  that  the  SS  ^^Frej''  was 
a  constructive  total  loss  following  the  fire  only  to 
demonstrate  that  the  opinion  of  the  United  States 
Supreme  Court  in  the  case  of  llie  Maggie  Hammond 
V.  Morland,  9  Wall.  435,  19  L.  Ed.  722,  relied  upon 
by  appellant,  is  completely  inapplicable.  Although  the 
opinion  does  not  reveal  the  value  of  The  Maggie  Ham- 
mond, it  does  appear  that  the  repairs  cost  £185,  17 
shillings,  against  which  was  credited  £130  for  yellow 
metal  removed  from  the  vessel  in  effecting  the  re- 
pairs. Thus  it  appears  that  the  total  net  out  of  pocket 
cost  of  the  repairs  to  The  Maggie  Hammond  was  £55, 
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17  shillings,  which  we  must  assume  was  only  a  small 
percentage  of  the  total  value  of  the  vessel. 

The  Maggie  Hammond  v.  Morland,  9  Wall.  435, 
19  L.  Ed.  772  at  777. 

Appellant  Rice  Growers  quoted  at  length  from  the 
opinion  of  Judge  Collins  in  Assicurazioni  Generali  v. 
SS.  Bessie  Morris  Co,  (1892),  1  Q.B.  571.  On  appeal 
before  the  Court  of  Appeals  the  case  was  decided  by 
Judges  Esher,  Bowen  and  Kay  reported  in  Volume 
VII  (N.S.),  Aspinall's  Reports  of  Maritime  Cases, 
p.  217.  Although  the  Court  of  Appeals  affirmed  the 
decision  of  the  Queen's  Bench  division  cited  by  ap- 
pellant, it  should  be  noted  that  Lords  Kay  and  Bowen 
appear  to  base  their  opinion  on  the  failure  of  the 
circumstances  to  meet  the  English  rule  for  construc- 
tive total  loss,  and  that  only  Lord  Esher,  even  though 
expressly  rejecting  the  ai)plicability  of  the  doctrine 
of  constructive  total  loss  to  the  circumstances  of  the 
case,  applied  in  principle  the  English  rule  of  con- 
structive total  loss. 

In  any  event  the  portion  of  the  opinion  of  Judge 
Collins  quoted  at  length  by  appellant  (Appellant's 
Opening  Brief,  pp.  14-15)  would  appear  to  be  over- 
ruled by  the  opinion  of  the  House  of  Lords  in 

Macbeth  &  Co.  v.  Maritime  Insurance  Co. 
(1908),  AC  144,  XI  Aspinall's  Maritime 
Cases  (N.S.)  52. 

The  general  doctrine  applied  in  both  the  English 
and  American  cases  is  the  same,  i.  e.,  tliat  the  owner 
is  justified  in  treating  the  damage  as  a  constructive 
total  loss  if  the  owners  with  reasonable  prudence  and 
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discretion  are  convinced  that  the  vessel  cannot  be  re- 
covered without  hazard  of  expense  utterly  dispropor- 
tionate to  the  real  value. 

Arnotdd  on  Marine  Insurance,  6th  Ed.,   Sec. 
1117,  p.  1432. 

The  difference  between  the  English  and  American 
rules  is  found  in  the  fact  that  under  the  American 
authorities  the  expense  has  consistently  been  deemed 
disproportionate  to  the  benefit  if  it  ajjpears  that  the 
expense  of  repairs  would  exceed  50%  of  the  repaired 
or  sound  value  of  the  vessel. 

Fttller  V,  McCall  (1794),  1  L.Ed  356; 
Marcardier  v.  Chesapeake  Insurance  Co.  (1814), 

8  Cranch  39,  12  U.S.  39,  3  L.  Ed.  481; 
Jeffcott  V.  Aetna  Insurance  Co.  (1942),  129  F. 
2d  582. 

It  should  also  be  pointed  out  that  even  under  the 

English    common    law    rule,    the    ''Frej"    would    be 

deemed  a  constructive  total  loss,  as  under  the  English 

rule  the  shipowner  is  entitled  to  add  the  value  of  the 

wreck  to  the  cost  of  the  repairs  to  determine  whether 

the  cost  of  repairs  would  exceed  the  value  of  the  ship 

when  repaired,  i.e.,  restored  to  its  original  condition. 

Macbeth    &    Co.    v.    Maritime    Insurance    Co. 

(1908),    AC    144,    XI    Aspinairs    Maritime 

Cases  (N.S.)  p.  52. 

If  from  the  repaired  value  of  the  vessel,  $275,000, 
we  deduct  the  cost  of  certain  betterments  which  the 
owner  effected  ($17,349.40),  we  have  the  value  of  the 
vessel  in  its  restored  condition  of  $257,650.60,  which 
amount  is  substantially  exceeded  by  the  cost  of  the 


24 


repairs,  $273,498.99  ($167,498.99  paid  under  contract 
to  the  repair  yard  plus  $106,000,  the  vahie  of  the 
wreck).  It  is  worthy  of  note  that  the  Macbeth  case 
was  decided  by  the  House  of  Lords,  the  highest  tri- 
bunal of  England,  and  that  the  court  had  before  it 
the  case  upon  which  appellant  Rice  Growers  relies 
so  strongly,  Assiciirazioni  Generali  v.  SS  Bessie  Mor- 
ris Co,,  VII  Asp.  Maritime  Law  Cases  217  (1892). 

Macbeth  &  Co,  v.  Maritime  Insurance  Co.,  XI 
Asp.  M.  L.  Cas.,  52  at  54. 

Appellant  Rice  Growers  cites  Ellis  v.  Atlantic  Mu- 
tual hisurance  Co.,  108  U.S.  342,  2  Sup.  Court  746,  27 
L.Ed.  747,  as  authority  for  ^Hhe  rule  that  a  contract 
for  carriage  of  goods  by  sea  is  not  dissolved  unless 
the  ship  is  so  injured  that  the  cost  of  her  repairs 
would  exceed  her  value  when  repaired,  also  prevails 
in  the  United  States."  (Appellant's  Opening  Brief 
p.  15.)  Upon  a  close  review  of  this  opinion,  appellee 
Erode  is  unable  to  find  that  the  case  supports  the 
proposition  stated  by  appellant.  The  case  is  authority 
for  the  proposition  that  a  contract  for  carriage  of 
goods  by  sea  is  dissolved  when  a  ship  is  so  injured 
that  the  cost  of  repairs  would  exceed  her  value  when 
repaired,  but  this  proposition  is  nowhere  contested  by 
appellee. 

(2)     The  voyage  of  the  Frej  was  frustrated. 

Again,  appellee  Frode  does  not  believe  or  contend 
that  the  question  of  whether  or  not  the  voyage  of  the 
SS  ''Frej"  was  frustrated  at  the  time  of  the  aban- 
donment of  the  voyage  on  June  19,  1947,  is  either 
proper  or  relevant  to  the  determination  of  this  cause. 
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Solely  because  of  the  extensive  arguments  stated  by 
appellant  on  this  question,  appellee  Frod  is  con- 
strained to  show  that,  even  though  irrelevant,  the 
voyage  of  the  ''Frej''  was  frustrated  at  the  time  the 
voyage  was  abandoned. 

Appellee  Frode  believes,  and  asserted  in  the  District 
Court,  that  the  voyage  of  the  ^^Frej''  was  auto- 
matically terminated  by  reason  of  the  damages  and 
stranding  resulting  from  the  fire  within  the  rule  recog- 
nized by  this  Honorable  Court  in  Boston  Marine  In- 
surance Co,  V,  Metropolitan  Redwood  Lumber  Co., 
lOT  F.  703  at  712,  in  which  the  voyage  was  deemed 
terminated  at  sea  by  the  collision,  even  though  the 
vessel  remained  afloat  and  was  towed  into  port. 

Since  the  voyage  was  automatically  terminated  on 
May  8,  1947  by  the  disaster,  a  fortiori  the  voyage 
was  ended  when  formally  abandoned  by  Frode  on 
June  19,  1947. 

The  doctrine  of  commercial  frustration  is,  of  course, 
solely  a  doctrine  of  the  law  of  contracts.  All  of  the 
cases  which  consider  commercial  frustration  and  the 
right  of  a  contracting  party  to  abandon  a  venture  by 
reason  thereof  are  in  agreement  that  circumstances 
constituting  frustration  are  to  be  considered  as  of  the 
time  that  the  party  claiming  frustration  elects  to 
abandon  the  venture. 

Kronprinzessin  Cecelie,  244  U.S.  12,  37  S.C. 
490,  61  L.Ed.  960; 

The  Ahsaroka,  1947  AMC  325,  159  F.  (2d)  134; 

The  Wildwood,  1943  AMC  320,  133  F.  (2d)  765. 
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On  June  19,  1947,  when  appellee  Frode  abandoned 
the  voyage  of  the  SS  **Frej^',  the  circumstances  con- 
fronting appellee  convinced  appellee,  as  they  would 
any  reasonable  shipowner,  that  the  purposes  of  the 
voyage  of  the  '^Prej"  had  been  effectively  frustrated. 
The  *^Frej"  had  been  rendered  unnavigable  and  com- 
pletely unseaworthy  by  fire  and  stranding,  so  that  she 
required  repairs  exceeding  her  value  to  fit  her  for 
sea.  Approximately  tw^o-fifths  of  the  cargo  had  been 
so  damaged  as  to  be  unfit  for  on-carriage;  as  to  this 
damaged  rice,  which  is  the  only  cargo  as  to  which  Rice 
Growers  is  asserting  claim,  the  voyage  was  completely 
frustrated  and  admittedly  ended  at  San  Francisco 
prior  to  June  19,  1947.  In  addition,  Rice  Growers, 
present  appellant,  had  arrested  the  vessel  for  some 
$365,000,  in  the  face  of  which  appellee  was  unable  to 
free  the  vessel  and  continue  the  voyage  in  view  of 
exchange  restrictions. 

Rice  Growers'  claims  as  to  the  effect  of  the  alleged 
breach  of  contract  on  the  ^^end  of  the  voyage''  are 
completely  irrelevant.  A  voyage  may  be  frustrated  and 
deemed  abandoned  even  though  the  causes  underlying 
the  frustration  constitute  a  breach  of  contract. 

The  Louise,  1945  AMC  363,  58  F.  Sup.  445. 
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PART  II. 

SUMMARY. 

The  bills  of  lading  (see  Exhibit  ''A"  attached  to 
original  Stipulation  Re  Value,  cf.  Apostles  on  Appeal 
p.  62)  stated  the  charge  for  ocean  freight  and  sep- 
arately stated  the  charges  for  various  accessorial  serv- 
ices and  facilities  to  be  furnished  to  the  cargo  before 
the  beginning  of  the  voyage  or  after  the  end  of  the 
voyage.  Where,  as  in  this  case,  the  several  charges 
are  separately  stated  and  divisible,  only  the  charge 
for  transportation  during  the  voyage  is  includable  in 
^^freight  for  the  voyage/' 


(A)  ONLY  EARNINGS  FOR  THE  VOYAGE  ARE  INCLUDED  IN 
"FREIGHT  FOR  THE  VOYAGE." 

For  limitation  of  liability  the  shipowner  is  required 
to  surrender  only  his  interest  in  the  vessel  and  its 
freight  then  pending.  (46  USCA  185.) 

It  has  long  been  settled  that  only  that  freight  which 
the  shipowner  has  earned  for  the  voyage  and  is  en- 
titled to  retain  need  be  surrendered. 

Pacific  Coast  Co.  v,  Reynolds,  9  CCA  (1902), 
114  F.  877. 

Appellee  Frode  vehemently  denies  that  its  abandon- 
ment of  the  voyage  was  improper  or  in  any  wise  con- 
stituted a  breach  of  contract.  Frode  alleges  that  the 
abandoimient  of  the  voyage  was  in  all  ways  proper 
and  that  hence  it  was  entitled  to  retain  the  prepaid 
freight. 
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The  inconsistency  of  the  position  of  appellant  Rice 
Growers  is  apparent.  Appellant  on  the  one  hand 
argues  that  the  abandonment  was  not  justified  under 
the  principles  considered  by  this  honorable  Court  in 
the  Absaroka  and  presumably  asserts  as  a  corollary 
that  by  abandoning  the  voyage  on  June  19,  1947,  ap- 
pellee Frode  lost  its  right  to  retain  the  freight  paid 
on  the  somid  portion  of  the  cargo,  there  being  no  ques- 
tion that  the  voyage  was  frustrated  as  to  nearly  40% 
of  the  cargo,  which  was  damaged  and  disposed  of  at 
San  Francisco.  Yet  appellant  argues  that  the  full 
charges  received  by  Frode  from  Rice  Growers  should 
be  deemed  '^earned  freight''  for  fixing  the  amount  of 
the  limitation  of  liability  fund. 

Ignoring  the  inconsistencies  in  appellant's  position, 
the  question  in  the  form  presented  by  appellant  under 
assignment  of  error  number  3  is  whether  the  District 
Court  erred  in  excluding  charges  other  than  freight 
from  the  computation  of  the  limitation  fund. 

It  is  clear  under  the  applicable  statutes  and  authori- 
ties that  ^'freight"  for  the  purpose  of  the  limitation 
of  liability  statutes  includes  all  earnings  of  the  voyage 
or,  as  stated  in  some  cases,  it  is  the  intent  of  the 
statutes  that  the  shipowner  surrender  his  entire  in- 
vestment in  the  voyage,  including  any  interest  that  the 
owner  may  have  in  the  earnings  of  the  voyage. 
The  Jane  Grey,  99  F.  582. 

It  is  readily  admitted  that,  depending  upon  the 
terms)  of  the  individual  contracts  of  carriage,  some 
items  may  or  may  not  be  included  in  the  ^ Spending 
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freight''  for  limitation  of  liability  purposes.  For 
example,  where  the  contract  is  for  an  indivisible  lump 
sum,  the  entire  amount  will  be  deemed  freight,  even 
though  it  includes  compressing  and  baling  the  cargo. 
Ellis  V.  Atlantic  Mutual  Insurance  Co.,  108  U.S. 
342,  2  S.C.  746,  27  L.  Ed.  747. 


(B)  THE  NATURE  OF  THE  CHARGES  IN  QUESTION. 

It  is  necessary  to  review  the  nature  of  the  separately 
stated  items  that  appellant  claims  the  District  Court 
erred  in  excluding  from  the  'Spending  freight''. 

Havana  handling  fee:  This  item  represents  the 
charges  assessed  against  the  cargo  for  the  use  of  the 
terminal  at  Havana  by  the  cargo;  it  does  not  include 
any  costs  of  stevedoring  in  unloading  or  other  ex- 
penses attributable  to  the  operation  of  the  vessel  in 
transporting,  loading  or  unloading  the  goods.  It  repre- 
sents solely  the  charge  assessed  by  the  Havana  ter- 
minal authorities,  payable  by  the  cargo,  for  receiving 
and  delivering  the  cargo  after  the  cargo  has  left  the 
custody  of  the  vessel. 

Manifest  fee :  It  is  necessary  that  the  bills  of  lading 
for  all  cargo  entering  Havana  be  translated  into  Span- 
ish and  visaed  by  the  Cuban  Consulate  at  San  Fran- 
cisco. Under  Article  14  of  the  bills  of  lading,  such 
documentation  charges  are  for  the  account  of  the 
cargo,  and  the  manifest  fee  of  $1.00  per  bill  of  lading 
covers  the  cost  of  the  necessary  Cuban  documentation 
for  the  cargo,  which  appellee  performed  for  appellant 
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Rice  Growers  in  addition  to  transportation  of  the 
goods.  The  services  covered  by  the  manifest  fee  were 
completed  before  the  SS  ''Frej''  began  its  voyage  on 
May  6,  1947. 

Handling  charges  at  San  Francisco  cover  the  steve- 
doring costs  from  place  of  rest  on  the  dock  to  ship's 
tackle.  There  is  no  element  of  compensation  in  such 
handling  charges  for  the  use  or  operation  of  the  vessel. 
The  amount  of  such  handling  charges  covers  solely  an 
operation  which  was  completely  terminated  before  the 
cargo  entered  the  custody  of  the  vessel.  Appellee,  as 
exclusively  the  owner  and  operator  of  a  vessel,  was 
unable  itself  to  furnish  the  services  covered  by  the 
handling  charges  and  therefore  stated  such  charges 
separately  from  the  freight  which  it  was  charging  for 
carriage  of  the  goods  on  the  contemplated  voyage. 

Wharfage  at  San  Francisco  is  the  charge  assessed 
by  the  State  Board  of  Harbor  Commissioners  at  San 
Francisco  for  the  use  which  the  cargo  makes  of  the 
piers.  This  charge  has  no  relation  to  the  operation  of 
the  vessel  and  is  transmitted  in  toto  by  the  carrier  to 
the  port  authorities.  The  use  of  facilities  for  which 
the  toll  is  exacted  is  concluded  at  the  time  the  goods 
enter  the  custody  of  the  vessel  and  before  the  vessel 
begins  its  voyage. 

It  is  apparent  that  none  of  the  bill  of  lading  charges, 
with  the  exception  of  ^* ocean  freight'',  is  includable 
in  the  earnings  of  the  shipowner  for  the  voyage  or  in 
freight  for  the  use  of  the  ship. 
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(1)  None  of  the  charges  in  question  was  for  services  to  be  per- 
formed during  the  voyage. 

All  of  the  charges  which  appellant  asserts  should  be 
included  in  pending  freight  are  in  the  nature  of  ^^port 
charges,"  which  w^ere  specifically  considered  by  the 
District  Court  for  the  Southern  District  of  New  York 
and  excluded  from  the  amount  of  pending  freight. 

''The  vessel  was  sailed  by  the  master,  who  was 
not  one  of  the  owners,  on  half  shares.  The  interest 
of  the  owners  in  the  freight  was  one-half  of  the 
freight  after  deducting  port  charges,  and  so  the 
Commissioner  has  found.  Report  confirmed.'' 
In  re  Wright,  et  al,  Fed.  Cas.  18,066  (1878). 

The  several  contracts  of  carriage  involved  in  this 
appeal  each  clearly  contemplated  that  the  actual  trans- 
portation services  performed  by  the  vessel,  i.e.,  so- 
called  tackle  to  tackle  transportation,  should  be  fuUy 
compensated  for  by  the  ''ocean  freight."  The  arrange- 
ments between  the  parties  likewise  clearly  contem- 
plated that  all  charges  other  than  "ocean  freight",  all 
of  which  are  related  to  services  or  facilities  furnished 
to  the  cargo  before  loading  and  after  discharge  from 
the  vessel,  should  be  separately  stated  and  separately 
charged.  The  only  question  is  whether,  in  a  situation 
such  as  the  present  one,  where  the  carrier  and  the 
shipper  have  agreed  that  certain  charges  relating  to 
services  before  the  commencement  of  the  voyage  and 
after  the  termination  of  the  voyage,  shall  be  separately 
stated,  such  charges  must,  in  spite  of  that  agreement, 
be  deemed  included  in  the  earnings  of  the  voyage.  It 
is  respectfully  submitted  that  such  is  not  the  case. 
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It  is  clear  under  46  USCA  184,  as  indicative  of  the 
intent  of  46  USCA  185,  as  well  as  the  authorities,  that 
the  freight  or  earnings  to  be  surrendered  is  the 
^^freight  for  the  voyage/' 

La  Bourgogne,  139  F.  433  at  436. 

**  Whenever  any  such  embezzlement,  loss,  or  de- 
struction is  suffered  *  *  *^  and  the  whole  value  of 
the  vessel,  and  her  freight  for  the  voyage,  is  not 
sufficient  to  make  compensation  to  each  of  them, 
they  shall  receive  compensation  from  the  owner 
of  the  vessel  in  proportion  to  their  respective 
losses;  and  for  that  purpose  the  freights  and 
owners  of  the  property,  and  the  owner  of  the 
vessel,  or  any  of  them,  may  take  the  appropriate 
proceedings  in  any  court,  for  the  purpose  of  ap- 
portioning the  sum  for  which  the  owner  of  the 
vessel  may  be  liable  among  the  parties  entitled 
thereto."   46  USCA  184. 


(C)  WHERE,  AS  HERE,  CHARGES  OTHER  THAN  THOSE  FOR 
TRANSPORTATION  DURING  THE  VOYAGE  ARE  SEP- 
ARATELY STATED  AND  DIVISIBLE,  SUCH  CHARGES  ARE 
NOT  INCLUDED  IN  THE  FRIEGHT  FOR  THE  VOYAGE. 

Although  in  some  cases  where  the  carriage  is  for  an 
agreed  lump  sum  indivisible  freight  payment,  it  would 
be  proper  to  include  the  entire  payment  as  pending 
freight  because  of  the  indivisible  nature  of  the  pay- 
ment, in  a  case  such  as  the  present  one,  where  certain 
services  before  loading  and  after  discharge  are  sepa- 
rately stated,  it  is  clear  that  such  charges  are  not  in- 
cludable in  ''freight  for  the  voyage/' 


33 

It  is  clear  from  all  cases  which  have  considered  the 
question  and  where  the  sum  paid  by  the  shipper  is 
apportionable  or  divisible,  that  only  that  portion  of 
the  payment  which  is  attributable  to  the  ocean  trans- 
portation is  includable  in  ^ Spending  freight'^  for  limi- 
I  tation  of  liability  purposes. 

In  re  Wright,  Fed.  Cas.  18,066 ; 

Ralli  V,  N,  Y.  &  T.  S.S,  Co.,  154  F.  286. 

In  its  opinion  in  Pacific  Coast  Co,  v,  Reynolds,  this 
Honorable  Court  raised  the  question  whether  wharfage 
and  advance  charges  should  be  deemed  includable  in 
^^  freight." 

^^It  results  that  the  item  of  $3,867.47  for  pre- 
paid freight,  wharfage,  and  advance  charges  must 
be  deducted  from  the  amount  the  petitioner  should 
|i^  be  required  to  pay  in  order  to  secure  the  benefit  of 
the  statute  limiting  its  liability,  even  if  all  of  the 
items  entering  into  that  charge  can  be  properly 
P       regarded  as  freight.'' 

Pacific  Coast  Co.  v.  Reynolds,  114  Fed.  877  at 
882. 

In  Ralli  V.  iV.  F.  &  T.  S.S.  Co.,  154  Fed.  286  at  288, 
the  Court  of  Appeals  for  the  Second  Circuit  consid- 
ered a  situation  in  which  a  respondent  had  asserted 
the  limitation  of  liability  statutes  as  a  defense.  Re- 
spondent carrier  had  issued  through  bills  of  lading  at 
Galveston  for  transportation  of  certain  cargo  to 
Ghent,  Belgium,  with  transshipment  at  New  York. 
Both  the  initial  carrying  vessel  and  the  lighter  in  the 
New  York  harbor  on  which  the  damage  occurred  were 
owned  by  the  respondent.  The  through  freight  rate 
from  Galveston  to  Ghent  was  37^,  of  which  18^'  was 
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shown  to  be  applicable  to  the  carriage  from  New  York 
to  Ghent  and  3^  was  showm  to  be  the  price  of  lighter- 
ing in  New  York  harbor.  The  District  Court  had  held 
that  the  pending  freight  of  the  lighter,  on  which  the 
damage  occurred,  was  19^  per  100  pounds  (the  price  | 
of  lighterage  plus   the  cost  of  transportation  from  | 
Galveston  to  New  York).   The  Circuit  Court  reversed  | 
the  District  Court  on  this  point  and  held  that  the 
^ Spending  freight''  was  only  the  3^  per  100  pounds 
representing  the  cost  of  lightering  in  New  York  har- 
bor, even  though  the  lighter  and  the  vessel  w^hich  had 
carried  the  goods  from  Galveston  to  New  York  both 
belonged  to  the  same  owner. 

The  same  case  supports  the  rule  that  only  freight 
for  the  voyage  need  be  surrendered,  and  where  the 
charges  received  by  the  carrier  are  divisible,  only 
those  charges  attributable  to  the  ''voyage''  need  be 
surrendered. 

Although  in  certain  situations  there  may  be  a  ques- 
tion as  to  when  a  voyage  commences,  it  is  clear  that 
as  to  goods  and  cargo,  the  voyage  does  not  commence 
until  the  goods  are  laden  on  board.  Jj 

^^We  are  of  the  opinion  that  respondent  cannot 
claim  the  benefit  of  the  section  above  quoted  for 
the  reason  that  the  voyage  had  not  commenced. 
The  cargo  was  not  yet  all  on  board,  nor  the  vessel 
ready  to  sail.'' 
Ealli  V,  N.  Y.  &  T.  S.S,  Co.,  154  Fed.  286  at  287. 

Similarly,  the  limitation  of  liability  statute  itself, 
46  USCA  183,  treats  the  lading  on  board  of  cargo  as 
the  critical  act  and  moment  for  the  purposes  of  the 
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statute.    No  limitation  of  liability  may  be  had  as  to 
goods  prior  to  their  being  laden  on  board. 

^^46USCA183.  (a)  The  liability  of  the  owner 
of  any  vessel  whether  American  or  foreign,  for 
any  embezzlement,  loss,  or  destruction  by  any 
person  of  any  property,  goods  or  merchandise, 
shipped  or  put  on  hoard  of  such  vessel  *  *  *'' 

Likewise  it  is  clear  that  the  Havana  handling  fee, 
which  was  for  services  after  the  end  of  the  contem- 
plated voyage,  should  not  be  included. 

It  is  clear  that  the  Havana  handling  fee  was  for 
services  contemplated  to  be  performed  after  the  end 
of  the  voyage.  The  question  of  the  ^^end  of  the  voy- 
age'' was  carefully  considered  in  The  Pelotas,  21  F. 
(2d)  236,  in  which  limitation  of  liability  was  denied 
for  damages  sustained  following  the  end  of  the  voyage. 
^^  Moreover,  in  contemplation  of  law  a  voyage  of 
a  vessel  has  been  consistently  recognized  and  de- 

I  fined  as  the  sailing  or  passage  or  transit  of  a  ship 
from  a  port  of  origin  to  a  port  of  destination.  The 
voyage  ends  when  the  vessel  is  safeVy  moored  at  a 
port  of  destination  and  is  ready  for  unloading/' 
The  Pelotas,  21  F.  (2d)  236. 

It  is  respectfully  submitted  that  where,  as  in  this 
situation,  charges  for  certain  services  to  be  rendered 
prior  to  lading  on  board  of  the  cargo  and  after  un- 
lading are  separately  assessed,  such  charges  need  not 
be  surrendered  under  the  limitation  of  liability  stat- 
utes, particularly  as  the  services  in  connection  with 
which  such  charges  are  assessed  are  all  completely  per- 
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formed  either  prior  to  or  subsequent  to  the  period 
during  which  the  limitation  of  liability  statutes  apply. 

It  is  clear  under  the  several  contracts  of  carriage 
concerned  in  this  litigation  that  the  sums  designated 
as  '^ ocean  freight"  were  intended  by  the  parties  to 
constitute  the  full  payment  for  the  contemplated 
^^ tackle  to  tackle"  transportation  of  the  goods  by  ap- 
pellee. It  is  likewise  clear  under  the  foregoing  au- 
thorities that  for  limitation  of  liability  purposes  in  a 
situation  of  this  type,  the  contemplated  voyage  is 
bounded  and  defined  by  the  ship's  tackle.  This  view 
is  supported  by  the  language  of  the  limitation  statutes 
themselves,  the  definition  of  ^^ carriage  of  goods"  con- 
tained in  the  United  States  Carriage  of  Groods  by  Sea 
Act,  46  USCA,  Sec.  1301(e),  and  the  foregoing  au- 
thorities. 

^^46  USCA  1301(e).  The  term  ^carriage  of 
goods'  covers  the  period  from  the  time  the  goods 
are  loaded  on  to  the  time  when  they  are  dis- 
charged from  the  ship." 

The  charges  in  question  are  not  attributable  to  serv- 
ices comprised  in  the  'S^oyage"  but  are  separately 
stated  and  clearly  divisible  from  the  freight,  and  it  is 
respectfully  submitted  that  moneys  received  to  cover 
disbursements  for  charges  before  the  beginning  and 
after  the  end  of  the  contemplated  voyage  are  not  in- 
cludable in  *^freight  for  the  voyage."  The  period  cov- 
ered by  the  contracts  of  carriage  may  be  greater  than 
the  period  of  the  voyage,  but  it  is  only  the  earnings 
of  the  voyage  that  are  included  in  the  limitation  fund. 

La  Bonrgogyie,  139  F.  433 ; 

Ralli  V.  N.  F.  &  T.  S,S.  Co.,  154  F.  286. 
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CONCLUSION. 

It  is  respectfully  submitted  that  the  owner's  interest 
in  the  SS  ^^Frej''  and  its  pending  freight  must  be 
valued  as  of  June  19,  1947,  on  which  date  the  voyage 
was  ended  by  abandonment  even  if  not  earlier  ended 
by  the  catastrophe,  and  further,  that  only  the  ocean 
freight  charge,  the  only  charge  applicable  to  the 
^^ voyage'',  is  includable  in  freight  for  the  voyage. 
Accordingly,  the  order  of  the  District  Court  fixing  the 
limitation  of  liabihty  fund  at  $213,104  should  be  af- 
firmed with  costs  to  appellee. 

Dated,  San  Francisco,  California, 

I  April  1, 1949. 

Respectfully  submitted, 
Clarence  G.  Morse, 
Graham  &  Morse, 
Proctors  for  Appellee, 
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No.  12,074 

IN  THE 


United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Rice   Growers   Association  of   Cali- 
fornia (a  corporation), 

Appellant, 

vs. 

Rederiaktiebolaget   Frode    (a   corpo- 
ration),   Owner    of    the    Steamship 

^^Frej'', 

Appellee. 


APPELLANT'S  REPLY  BRIEF. 


ARGUMENT. 
PART  I. 

(1)  THE  EFFECT  OF  THE  AGREEMENT  OF  JULY  26,  1947. 

Frode  strongly  urges  its  rights  under  the  agreement 
of  July  26,  1947.^  (Exhibit  ^^C",  Apostles  On  Appeal, 
page  52.) 

Under  that  agreement  both  parties  reserved  all  their 
rights.   In  order  to  determine  what  those  rights  were. 


^Paragraph  6  of  that  agreement  reads  as  follows : 

''6.  The  carrying  on  of  the  cargo  and/or  this  agreement 
shall  in  no  way  prejudice  any  right  or  rights  which  either 
party  now  has  and  shall  not  affect  the  present  status  quo  of 
the  purported  abandonment  of  the  voyage  at  San  Francisco, 
California. ' ' 


the  facts  upon  which  the  agreement  was  based  should 
be  briefly  restated. 

On  June  6,  1947,  Rice  Growers  filed  its  libel.  The 
Frej  was  seized  and  remained  in  the  custody  of  the 
marshal  until  August  9,  1947. 

On  June  19,  1947  (at  a  time  when  it  not  only  was 
clear  that  the  Frej  was  capable  of  being  repaired,  but 
when  she  was  in  fact  undergoing  repairs)  Frode  sent 
out  a  writing  purporting  to  abandon  the  voyage. 

On  July  17,  1947,  Rice  Growers  amended  its  libel 
to  claim  additional  damages  in  the  amoimt  of  ninety- 
five  thousand  ($95,000.00)  dollars  for  breach  of  con- 
tract by  reason  of  the  purported  abandonment. 

The  ship  and  cargo  were  thus  at  loggerheads.  The 
ship  contended  that  it  had  abandoned  and  would  not 
proceed  on  its  voyage.  The  cargo  contended  that  the 
ship  could  not  lawfully  abandon  the  voyage ;  that  the 
ship  could  and  should  proceed  to  destination.  This 
much  is  certain:  the  Frej  was  capable  of  being  re- 
paired and  she  was  repaired  within  a  reasonable  time. 
She  was  capable  of  carrying  her  original  cargo  on  to 
its  original  destination  and  she  did  carry  it  there 
within  a  reasonable  time. 

The  effect  of  the  agreement  was  that  (1)  the  sound 
cargo  was  carried  to  destination  by  the  Frej,  and  (2) 
Frode  received  ten  thousand  ($10,000.00)  dollars  to 
which  it  was  not  entitled,  and  (3)  Frode  secured  the 
dismissal  of  the  cause  of  action  for  ninety-five  thou- 
sand ($95,000.00)  dollars  for  breach  of  contract  and 
(4)  Rice  Growers  avoided  the  necessity  of  spending 
ninety-five  thousand   ($95,000.00)   dollars  to  forward 
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the  sound  cargo  and  then  suing  Frode  to  recover  that 
amount  J  and  (5)  the  payment  of  storage  and  extra 
handling  charges  at  San  Francisco  was  arranged  sub- 
ject to  ultimate  Court  adjudication,  and  (6)  each 
party  reserved  its  rights  and  contentions  against  the 
other. 

The  agreement  was  entered  into  on  July  26,  1947 
(nine  days  after  the  filing  of  the  action  for  breach 
of  contract  and  one  day  after  the  filing  of  the  limita- 
tion proceeding). 

Rice  Growers  reserved  the  right  to  contend  and 
does  contend  that  Frode  could  not  and  did  not  in  fact 
abandon  the  voyage. 

We  pointed  out  on  page  21  of  our  opening  brief  that 
the  limitation  proceeding  was  initiated  by  Frode,  not 
by  Rice  Growers,  and  that  Frode  is  the  party  who 
seeks  equitable  relief.  We  contended  then,  as  we  con- 
tend now,  that  the  trial  Court  should  have  inquired 
and  that  this  Court  should  inquire  as  to  whether  the 
conduct  of  Frode  is  such  as  to  entitle  it  to  the  aid  of 
a  Court.  We  further  contended  that  Frode,  having  de- 
liberately breached  its  contract,  should  not  be  allowed 
to  take  advantage  of  that  deliberate  wrong  and  that, 
as  a  Court  of  equity,  this  Honorable  Court  should 
either  deny  Frode  the  right  to  invoke  the  limitation 
of  liability  statute  and  the  benefits  attached  thereto 
or  allow  Frode  to  seek  limitation  only  upon  the  con- 
dition that  Frode  do  equity  by  posting  a  bond  based 
upon  the  value  of  the  Frej  at  the  lawful  end  of  her 
voyage  in  Havana.  In  support  of  our  position,  we 
cited  the  following  cases: 


Hartford  Accident  cO  Indemnity  Co.  v.  South- 
ern Pacific  Co.,  273  U.  S.  207,  47  S.  Ct.  357, 
71L.  ed.  612; 

Rice  Groivers  Association  of  California  v.  Rede- 
riaktiebolaget  Erode  (1948),  171  Fed.  (2d) 
662; 

The  Salvore,  1930  A.M.C.  23,  36  F.  (2d)  712. 

Since  Frode  makes  no  reply  thereto  and  does  not 
discuss  those  cases  it  must  be  assumed  that  that  con- 
tention cannot  be  answered. 

Under  that  equitable  doctrine,  the  notice  of  aban- 
donment of  June  19,  1947,  should  be  considered  as 
wholly  without  validity  and  force.  The  reservation 
of  rights  in  the  agreement  of  July  26  is  only  as  good 
as  the  notice  of  abandonment  of  June  19,  1947,  for  if 
there  was  no  lawful  abandonment  on  June  19,  1947, 
there  were  no  rights  for  Frode  to  reserve.  Accord- 
ingly, the  case  must  be  viewed  from  the  standpoint 
of  what  the  parties  did,  as  distinguished  from  what 
Frode  said  and  attempted  to  do  by  its  abortive  notice 
of  abandonment  on  June  19,  1947 :  since  the  Frej  was 
repaired  and  reloaded  and  went  on  to  her  original 
destination,  we  have  the  simple  case  of  a  vessel  arriv- 
ing at  her  agreed  destination  (Havana)  and  complet- 
ing her  voyage.  This  is  the  unit  or  period  of  time  for 
which  the  valuation  is  to  be  made  under  the  limitation 
of  liability  statute.  See  Place  v.  Norivich  and  New 
York  Transportation  Co.,  118  U.  S.  468,  6  S.  Ct.  1150, 
30  L.  ed.  134. 
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(2)  FOR  LIMITATION  OF  LIABILITY  PURPOSES  THE  VESSEL 
MUST  BE  VALUED  AT  THE  LAWFUL  END  OF  THE  VOYAGE. 
THE  VOYAGE  IN  QUESTION  ENDED  IN  HAVANA  ON  SEP- 
TEMBER 18,  1947. 

Frode  cites  The  Maine,  28  F.  S.  578  for  the  proposi- 
tion that  the  right  of  a  shipowner  to  limit  his  liability 
is  wholly  statutory.  Whether  or  not  it  is  statutory  is 
not  the  issue  in  this  case. 

Frode  cites  The  Lara,  1947  A.M.C.  27,  (a  District 
Court  case,)  for  the  proposition  that  a  ship  owner  can 
terminate  a  voyage  prior  to  destination  and  invoke  the 
limitation  of  liability  statute  at  that  time.  The  Lara 
completed  her  voyage.  Some  time  after  the  completion 
of  her  voyage,  limitation  proceedings  were  instituted. 
Therefore,  the  language  quoted  by  Frode  is  obiter 
dictum.  It  is  w^holly  unsupported  by  any  authority 
and  is  in  fact  directly  contrary  to  the  holding  of  the 
Supreme  Court  in  the  Place  case,  supra,  and  The 
Maggie  Hammond  v.  Morland,  9  Wall.  435,  19  L.  ed. 
772. 

The  Place  case  after  stating : 
*^The  voyage  defines  the  limits  and  boundary  of 
the  casus,  or  case,  to  which  the  law  is  to  be  ap- 
plied'', (30  L.  ed.  at  p.  143) 

points  out  that 

^^And  this  was  manifestly  the  maritime  law,  for 
by  that  law  the  abandonment  of  the  ship  and 
freight  (when  not  lost)  was  the  remedy  of  the 
owners  to  acquit  themselves  of  liability;  and,  of 
course,  this  could  only  he  done  at  the  termination 
of  the  voyage  *  *  *"  (30  L.  ed.  at  p.  143)  (italics 
added). 


Predicated  upon  the  foregoing  language,  the  Court 
held  that  the  statute  contemplated  only  one  measure 
of  liability. 

In  our  opening  brief,  we  cited  The  Maggie  Ham- 
mo7id  V.  Morland,  9  Wall.  435,  19  L.  ed.  772,  and 
Assicurazioni  Generali  v.  SS.  Bessie  Morris  Co.  (1892) 
1  Q.  B.  571,  as  authority  for  the  proposition  that  a 
ship  owner  has  the  duty  to  refit  and  repair  and  com- 
plete the  voyage  if  he  can. 

Frode  has  simply  not  answered  that  argument. 
There  is  no  answer  to  that  argument.  The  ship  owner 
does  have  a  duty  when  he  enters  into  a  contract  with 
a  cargo  owner  and  he  has  no  more  right  to  repudiate 
his  contract  than  anyone  else  has. 

Therefore  Frode  relies  upon  the  District  Court  de- 
cision of  The  Lara  as  against  the  Supreme  Court  de- 
cisions of  the  Place  case  and  The  Maggie  Hammond 
case  and  the  English  rule  enunciated  in  the  Assicura- 
zioni case. 

Frode  has  cited  the  Circuit  Court  decision  in  La 
Boiirgogne,  139  Fed.  433,  (affirmed  210  U.  S.  95,  28 
S.  Ct.  664,  52  L.  ed.  973).  The  Bourgogne  was  in  a  shut- 
tle service  between  Le  Havre  and  New  York.  On  a  trip 
from  New  York  to  Le  Havre  she  collided  with  another 
ship  and  sank.  Limitation  proceedings  were  instituted 
and  her  owner  surrendered  to  a  trustee  the  sum  of 
one  hundred  ($100)  dollars,  the  value  of  the  articles 
saved  from  the  wreck.  The  question  arose  as  to  what 
freight  money  should  also  have  been  surrendered. 
The  ship  contended  that  it  should  only  surrender  the 
freight  for  the  voyage  from  New  York  to  Le  Havre, 


whereas  the  claimants  contended  that  the  freight  from 
Le  Havre  to  New  York  should  also  be  surrendered  as 
well  as  an  annual  subsidy  from  the  French  govern- 
ment. The  Court  held  in  favor  of  the  ship.  If  the 
opinion  of  the  Circuit  Court  of  Appeals  is  to  be 
deemed  to  still  be  in  effect,  La  Bourgogne  should  be 
cited  in  favor  of  Rice  Growers  and  not  Frode,  because 
it  holds  that  the  Court  must  look  at  the  over-all  picture 
in  determining  tvhat  the  voyage  actually  is. 

At  page  14,  Frode  states  that  if  the  Frej  had  sunk 
after  leaving  San  Francisco  for  Havana  on  August  11, 
1947,  Rice  Growers  would  be  the  first  to  maintain  that 
the  voyage  had  ended  on  June  19.  This  is  no  argu- 
ment, but,  if  it  calls  for  an  answer,  the  answer  simply 
is  that,  had  the  Frej  sunk  on  her  way  to  Havana, 
Frode  would  have  been  the  first  one  to  maintain  that 
the  voyage  had  not  ended  on  Jime  19,  but  had  ended 
by  the  sinking  of  the  vessel. 

Neither  the  Congress  in  enacting  the  limitation 
statute  nor  the  Supreme  Court  in  construing  it  in  the 
Place  case,  conceived  of  a  shipowner  acting  otherwise 
than  in  fulfilment  of  his  contracts.  The  rule  is  the 
same  in  all  cases  whether  the  ship  be  surrendered  or 
a  bond  be  put  up  in  lieu  thereof.  In  all  cases  a  ship 
either  can  complete  her  voyage  and  does  so,  or  cannot 
complete  her  voyage  and  does  not  do  so.  If  a  ship 
completes  her  voyage,  the  surrender  of  the  ship  or 
the  bond  will  be  predicated  upon  the  same  time  and 
place  and  the  same  value.  If  a  ship  cannot  complete 
her  voyage  and  is  legally  excused,  the  surrender  of  the 
ship  or  the  bond  will  likewise  be  predicated  upon  the 
same  time  and  place  and  the  same  value.    It  is  only 
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where  the  sliip  owner  deliberately  breaches  its  con- 
tract and  seeks  to  profit  by  its  own  wrong  that  two 
standards  are  attempted  to  be  submitted  to  the  Court. 
Such  is  the  case  here.  Frode  conld  complete  the  voy- 
age and  in  fact  did  so,  yet  it  contends  that  its  bilateral 
agreement  with  Rice  Growers  could  be  terminated  by 
unilateral  action  and  that,  as  a  wrongdoer  who  delib- 
erately breached  its  contract,  it  can  claim  the  benefit 
of  the  limitation  statute  and  can  place  before  the 
Court  a  double  measure  or  standard  of  liability,  al- 
though the  Place  case  held  that  that  could  not  l)e  done. 

Frode  claims  (on  page  17)  that  it  could  have  sur- 
rendered the  ship  and  its  freight  to  a  trustee  ^^  thereby 
terminating  any  voyage  that  the  vessel  may  be  on". 
As  we  have  just  demonstrated,  Frode  wholly  miscon- 
ceives the  statute  and  wholly  ignores  the  rule  of  the 
Place  case  which  makes  the  voyage  the  unit. 

Courts  are  more  impressed  by  what  people  do  than 
by  what  they  say.  If  the  purported  abandonment  of 
June  19,  1947,  were  valid  and  Frode  really  thought 
so,  why  did  Frode  carry  the  original  cargo  on  for  a 
mere  ten  thousand  ($10,000.00)  dollars  when  it  could 
have  secured  another  one  hundred  thousand  ($100,- 
000.00)  dollars  for  doing  the  same  thing? 


(3)  THERE  WAS  NEITHER  CONSTRUCTIVE  TOTAL  LOSS  NOR 
FRUSTRATION  OF  THE  VOYAGE. 

Frode  contends  (page  19  to  page  26,  inclusive,  of 
its  brief)  that  it  was  justified  in  abandoning  the  voy- 
age of  the  Frej  on  or  before  June  19,  1947,  for  the 
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reason  that  the  Frej  had  become  a  constructive  total 
loss,  and  that  her  voyage  had  been  frustrated  within 
the  meaning  of  the  Wildwood  and  The  Absaroka. 

In  support  thereof,  Frode  cites  the  following  Ameri- 
can and  English  insurance  cases : 

Jeffcott  V,  Aetna  Insurance  Company,  129  F. 

(2d)  582; 
Marcardier  v.  The  Chesapeake  Insurance  Co,, 

3  L.  ed.  481 ; 
Fuller  V,  McCall,  1  L.  ed.  356 ; 
Macbeth  &  Co,,  Limited  v.  Maritime  Insurance 
Company,  Limited  (1908),  A.  C.  144. 

In  insurance  cases,  the  Courts  have  prescribed  a 
formula  or  percentage  rule  with  which  to  determine 
the  cases  in  which  it  would  be  unreasonable  to  require 
the  shipowner  to  repair.  The  shipowner  is  not  obli- 
gated to  claim  from  his  underwriter  for  a  construc- 
tive total  loss  even  though  the  damage  be  in  excess  of 
such  percentage,  but  has  the  option  to  do  so  upon  sur- 
rendering the  vessel  to  the  underwriters. 

In  a  cargo  case  (between  a  shipowner  and  a  cargo 
owner)  the  rule  is  as  enunciated  in  Assicurazioni 
Generali  v,  the  Steamship  Bessie  Morris  Co,  (1892), 
1  Q.  B.  571,  that  by  virtue  of  the  contract  of  car- 
riage the  law  imposes  on  the  shipowner  the  duty  to 
proceed  on  his  voyage  whenever  the  expense  of  re- 
pairing the  ship  is  ''not  greater  than  the  value  of  the 
ship  and  freight  when  repaired  sufficiently  to  com- 
plete the  voyage".  To  the  same  effect  see  The  Maggie 
Hammond  v,  Morland,  9  Wall  435,  19  L.  ed.  772. 
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In  this  case,  the  ship  was  repaired  and  proceeded. 
Therefore,  there  was  no  constructive  total  loss.  The 
following  language  from  the  decision  of  the  Court  of 
Appeal  in  The  Assicurazioni  Generali  case  demon- 
strates that  Frode  cannot  contend  for  a  constructive 
total  loss  in  this  case: 

^^  Perhaps  the  shipowner  might  have  been  justi- 
fied in  treating  the  ship  as  incapable  of  being 
repaired  hut  he  did  not  do  so.  It  is  absurd  to 
argue  that  the  shipowner  can  say  that  he  was 
prevented  from  fulfilling  his  contract  by  perils 
of  the  sea  by  reason  of  the  great  expense  of  re- 
pairing, when  he  did  in  fact  repair  and  proceed 
upon  a  voyage.  Here,  therefore,  the  completion 
of  the  voyage  was  not  prevented  by  the  perils  of 
the  sea  and  the  abandonment  of  the  contract  was 
unjustifiable  *  *  *''  (VII  Aspinall's  Reports 
(N.S.)  217  at  p.  219.)  (Italics  added.) 

In  this  case,  as  in  the  Assicurazioni  Generali  case, 
the  shipowner  is  making  the  ^^ absurd''  contention  that 
it  did  not  do  and  could  not  do  what  in  fact  it  did. 
It  is  submitted  that  this  Court  should  disregard  that 
contention  and  hold,  as  the  Court  of  Appeal  held  in 
the  Assicurazioni  Generali  case,  that : 

^^If  the  shipowner  acts  upon  the  ^dew  that  it  is 
possible  to  repair  the  vessel  and  proceed,  it  is  then 
clear  that  it  is  not  impossible  to  do  so,  and  it 
becomes  absurd  to  discuss  the  question  of  con- 
structive total  loss  *  *  *"  (VII  Aspinall's  Re- 
ports (N.S.)  217  at  p.  218.)  (Italics  added.) 

Frode  also  cites  the  Kronprinzessin  Cecelie,  244 
U.  S.  12,  13  S.  Ct.  490,  61  L.  ed.  960.  That  case,  like 
the  Absaroka  and  the  Wildwood  which  were  reviewed 
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in  our  opening  brief  involyed  the  frustration  of  a 
voyage  because  of  increased  war  perils  and  is  accord- 
ingly completely  distinguishable  from  our  case. 

Finally,  Frode  cites  The  Louise,  58  Fed.  Sup.  445, 
1945  A.M.C.  363.  This  was  an  action  by  cargo  owners 
for  the  recovery  of  prepaid  freight.  The  Louise  sailed 
in  unseaworthy  condition  and  was  forced  to  return  to 
port  for  repairs  thereby  being  guilty  of  a  deviation. 
The  cargo  owners  then  promptly  reshipped  their  cargo 
to  avoid  further  loss  without  giving  the  shipowner  a 
full  opportunity  to  repair.  The  Court  held  that,  under 
the  circumstances  of  the  case,  the  cargo  owners  were 
justified  in  assuming  that  the  voyage  had  been  frus- 
trated and  were  accordingly  entitled  to  recover  the 
prepaid  freight,  notwithstanding  the  fact  that  the  bills 
of  lading  contained  a  ^^ship  lost  or  not  lost''  clause. 


PART  II. 

The  cases  cited  by  Rice  Growers  hold  that  the  gross 
pending  freight  must  be  surrendered,  and  that  no  de- 
ductions of  any  sort  can  be  made  by  a  shipowner  for 
the  expenses  incident  to  earning  that  freight. 

The  Steel  Inventor,  36  Fed.  (2d)  399; 

In  re  W.  E.  Hedger  Co.,  Inc.,  59  Fed.  (2d)  982; 

The  Jane  Grey,  99  Fed.  582. 
Frode  admits   that  pending  freight    (that   which  is 
earned,  vessel  lost  or  not  lost),  must  be  included  in 
the  limitation  fund. 

Frode  seeks  to  distinguish  its  position  and  contends 
for  surrender  of  less  than  the  gross  pending  freight 
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by  claiming  that:  (1)  under  the  bills  of  lading  only 
the  charges  for  transportation  are  includable,  (2)  the 
period  of  the  voyage  for  the  purpose  of  determining 
the  amount  of  pending  freight  is  from  ship's  tackle 
to  ship's  tackle,  and  (3),  by  their  nature  charges  other 
than  transportation  are  not  includable  in  the  gross 
pending  freight.  The  contentions  will  be  discussed  in 
order. 

(1)  $101,977.03  is  the  gross   pending  freight  earned   for  the 
voyage. 

Bill  of  Lading  No.  1  has  on  its  face  the  following:*- 


1^014,250$         @ 

„ :^?ii ^ per  100  lbs 

FEBIOHT 

J            9,331.10 

LANDING  FEE            @ 

100  LBS. 

J)3.i _ per2J4Sff6S; 

1 507,13.._ 

MANIFESTftb'EE   m    @ 

$.1.00  B/L        per  cub.  ft.                   , 

^                  1.00 

HANDLINGtt m.    @... 

WHARFAGE 

2,000# 
.......ADi i^3wc5w;j««; 

.35^  PER  2000# 

5 20.^.85...... 

J              177.49 

1 

TO  BE  PRBPAID/'l'^^SSSif^    ^ 

•FREIGHT 

^          10,21?,.57 

•(Cross  out  words  not  applicable) 

] 

All  18  bills  of  lading  are  similar.  On  each  Frode 
named  the  total  at  the  bottom  of  the  column  ''freight 
to  be  prepaid". 

By  clause  15  of  the  bill  of  lading  the  prepaid  freight 
is  specifically  made  earned,  vessel  lost  or  not  lost. 
Accordingly  Frode  admits  the  total  of  $101,977.03  as 


2* 'Exhibit  A",  Apostles  on  Appeal,  p.  62. 
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freight  to  be  prepaid  and  earned,  vessel  lost  or  not 
lost.    The  printed  bill  of  lading  must  be  interpreted 
most  strongly  against  the  party  drawing  it.   The  Su- 
preme Court,  in  La  Bourgogne,  210  U.  S.  95,  28  S.  Ct. 
664,  52  L.  ed.  973,  dealing  specifically  with  the  amount 
of  freight  to  be  included  in  a  limitation  fund,  stated: 
'^*  *  *  In  view  of  the  decision  in  The  Maine  v, 
Williams,  152  U.  S.  122,  38  L.  ed.  381,  14  S.  Ct. 
86  *  *  *  the  duty  to  surrender  pending  freight  to 
entitle  to  a  limitation  of  liability  must  be  liber- 
ally construed  against  the  shipowTier  *  *  *"  (52 
L.  ed.,  at  p.  992). 

In  The  Jane  Grey,  99  Fed.  at  592,  it  is  said 

^*The  owner  is  required  to  suffer  the  entire  loss 
of  all  that  he  has  invested  in  the  ship  and  on  ac- 
count of  the  voyage,  and  all  that  he  has  received 
for  freight  and  passage  money,  and  all  the  ship 
would  have   earned  by   completing  the   voyage; 

In  Ellis  V.  Atlantic  Mutual  Insurance  Company,  108 
IT.  S.  342,  2  S.  Ct.  746,  27  L.  ed.  747,  cited  by  Frode,^ 
a  shipowner  libelled  for  freight.  Though  not  a  limita- 
tion case,  the  Court  included  in  the  amount  of  freight 
the  cost  of  compressing  and  baling  the  cotton  cargo 
(a  charge  much  further  removed  from  the  ^^transpor- 
tation" than  those  here  in  question). 

In  re  Wright,  Fed.  case  18066  (1878),  cited  by 
Frode,^  was  a  District  Court  decision  in  1878.    No 


^Appellee's  Opening  Brief,  p.  29. 
^Appellee's  Opening  Brief,  pp.  31,  33. 
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facts  are  given  in  the  reported  decision  from  which  the 
language  quoted  by  Frode  can  be  viewed  in  support 
of  Frode 's  position.  Because  of  the  clear  language 
supported  by  reported  facts  in  later  decisions  In  re 
Wright  must  be  considered  as  overruled,  or  as  having 
been  decided  on  facts  not  similar  to  the  later  decisions 
and  the  litigation  ))efore  this  Court. 

(2)  The  freight  surrendered  into  the  limitation  fund  cannot  be 
limited  by  the  "tackle  to  tackle"  carriage. 

Frode  attempts  to  impose  the  tackle  to  tackle  defini- 
tion of  the  Carriage  of  Goods  By  Sea  Act  as  the  period 
to  be  used  in  determining  the  amount  of  freight  to  be 
surrendered.  That  definition  has  nothing  to  do  with 
limitation  of  liability.  Moreover,  clause  1  of  the  bill 
of  lading'*  issued  by  Frode  specifies  that  said  Act 
^*  shall  govern  before  the  goods  are  loaded  on  and  after 
they  are  discharged  from  the  ship,  and  throughout 
the  entire  time  that  the  goods  are  in  the  custody  of  the 
Carrier/'  Notwithstanding  this  clear  language  Frode 
now,  contrary  to  its  own  contract,  attempts  to  prevail 
upon  the  Court  for  aid  in  not  disgorging  the  full 
freight  tvhich  was  earned,  vessel  lost  or  not  lost.  The 
position  is  untenable,  and  the  cases  cited  by  Frode  do 
not  support  its  position. 

Frode  ignores  the  facts  in  La  Bourgogne,  139  Fed. 
433,^  and  ignores  the  decision  of  the  Supreme  Court 
in  the  same  case.  Rice  Growers  herein  distinguished 
the  facts  in  La  Bourgogne/    Damage  claimants  con- 


s'* Exhibit  A",  Apostles  on  Appeal,  p.  62. 
^Appellee's  Opening  Brief,  pp.  32,  36. 
^Supra,  p.  6. 
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tended  that  an  annual  subsidy,  as  well  as  passage 
money  from  New  York  to  Le  Havre  and  Le  Havre 
to  New  York  should  be  surrendered.  It  was  held  that 
only  passage  money  from  New  York  to  Le  Havre  (the 
voyage  in  question)  should  be  included. 

In  Ralli  V.  iV.  F.  &  T,  SS.  Co,,  154  Fed.  286,  relied 
upon  by  Frode,^  cotton  was  shipped  from  Texas  to 
Belgium,  with  transshipment  at  New  York.  The 
lighter  used  to  transfer  the  cargo  at  New  York  ca- 
reened and  sank,  causing  cargo  damage.  The  lighter 
owner,  in  defense  to  the  action  by  cargo  interests, 
pleaded  the  Harter  Act  and  sought  limitation  of  lia- 
bility. The  Court  considered  the  questions:  (1)  the 
applicability  of  the  Harter  Act,  and  (2)  the  amount 
of  ^ Spending  freight"  to  make  up  the  limitation  fund, 
and  dealt  with  them  separately. 

The  language  quoted  by  Frode^  is  that  part  of  the 
opinion  expressly  considering  the  Harter  Act  and 
merely  holding  that  a  shipowner  cannot  invoke  the 
Harter  Act  until  the  vessel  breaks  ground.  Regarding 
the  amount  of  *  Spending  freight"  the  Court  held  that 
limitation  was  sought  only  as  owner  of  the  lighter, 
that  the  lighter  was  the  vessel  in  question  and  that 
only  freight  attributable  to  the  lighterage  could  be  in- 
cluded in  the  limitation  fund.  The  question  of  what 
items  made  up  ^^freight  pending"  was  not  considered. 

Frode  also  cites  The  Pelotas,  21  Fed.  (2d)  236,^^  a 
case  involving  the  question  of  whether  a  shipowner  is 


^Appellee's  Opening  Brief,  pp.  33,  34,  36. 
^Appellee 's  Opening  Brief,  p.  34. 
^^Appellee's  Opening  Brief,  p.  35. 


16 


entitled  to  limit  his  lia))ility  for  a  collision  which  in 
fact  occurred  after  the  end  of  the  voyage.  The  case 
has  nothing  to  do  with  freight  or  limitation. 

From  The  Jane  Grey  it  is  clear  that  it  is  not 
^^the  tackle  to  tackle  carriage''  which  determines  the 
amount  of  freight  in  a  limitation  fund  and  that  there 
is  no  right  'Ho  subtract  from  the  freight  then  pending 
the  amount  of  their  expenditures  in  sending  the  vessel 
on  her  voyage."  (99  Fed.  at  592.) 

(3)  By  the  nature  of  the  "charges  in  question"  they  all  must  be 
included  in  the  limitation  fund. 

It  is  necessary  that  the  gross  earnings  of  the  SS. 
Frej  (not  merely  the  ''net  profit")  from  the  venture 
be  surrendered.  Frode  must  surrender  the  prepaid 
freight  which  under  the  bills  of  lading  was  not  to  be 
returned  in  case  the  voyage  was  not  completed.  3 
Benedict  on  Admiralty  454;  The  Maine  v,  Williams, 
152  U.  S.  122,  14  S.  C.  486,  38  L.  ed.  381 ;  Pacijic  Coast 
V,  Reynolds  (9  CCA),  114  F.  877. 

To  deal  with  the  items  specifically : 

Havana  handling  fee :  In  the  bill  of  lading  this  was 
labelled  "landing  fee".^^  Frode  contends  that  the 
Havana  handling  fees  were  terminal  charges  payable 
by  cargo  ' '  for  receiving  and  delivering  the  cargo  after 
the  cargo  has  left  the  custody  of  the  vessel".^-  There 
is  no  evidence  before  the  Court  to  support  this  state- 
ment. It  is  naive  to  consider  this  item  as  representing 

11  Supra,  p.  12. 

1- Appellee's  Opening  Brief,  p.  29. 


17 


anything  other  than  charges  paid  by  Frode  incident 
to  unloading  the  Frej.  What  handling  charges  could 
there  be  that  the  ship  would  pay  Havana  terminal 
authorities  after  the  cargo  was  landed  on  the  dock? 
The  question  answers  itself.  Charges  against  the  cargo 
after  it  has  left  the  custody  of  the  carrier  would  be 
billed  to  and  paid  by  cargo,  not  the  carrier. 

Manifest  fee :  Frode  admits^^  this  to  be  a  charge  for 
services  by  Frode.  It  is  clearly  incident  to  the  earn- 
ing of  freight.  Frode  ^s  contention  that  Clause  14  of 
the  bill  of  lading  applies  to  this  item  is  untenable.  The 
clause  comes  into  effect  only  with  respect  to  expenses 
and  penalties  not  contemplated  by  the  parties. 

Handling  charges  at  San  Francisco:  These  are 
admitted  to  have  been  stevedoring  charges.^*  Such 
charges  are  held  in  The  Jane  Grey  to  be  a  part  of  the 
^^ freight  then  pending '\  Frode  has  not  contested  the 
holding  of  The  Jane  Grey, 

Wharfage  at  San  Francisco  :^^  There  is  no  evidence 
before  this  Court  that  this  sum  has  been  turned  over 
in  toto,  or  otherwise  to  anyone.  Whether  or  not  the 
accounting  has  been  made,  however,  is  immaterial.  A 
portion  of  the  freight  money  was  undoubtedly  turned 
over  to  members  of  the  crew  of  the  SS.  Frej  as  wages, 
or  spent  to  purchase  fuel  oil  for  the  voyage.  The  mere 
j  fact  that  wharfage  charges  in  San  Francisco  were  not 
a  ^^net  profit'^  item  to  Frode  does  not  make  them 
deductible  from  the  limitation  fund. 


i^Appellee's  Opening  Brief,  p.  29. 
i^Appellee's  Opening  Brief,  p.  30. 
^^Appellee's  Opening  Brief,  p.  30. 
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Frode  mentions  '^Pacific  Coast  v.  Reynolds,  114  F. 
877",  frequently. ^^*  Pacific  Coast  Co,  v.  Reynolds 
definitely  supports  the  position  of  Rice  Growers  and 
is  cited  in  decisions  cited  by  Rice  Growers.  The  Reyn- 
olds case  involved  the  amount  of  freight  and  passage 
fares  to  be  included  in  a  limitation  fund.  Freight  and 
passage  fares  were  both  prepaid.  However,  the  freight 
was  not  earned,  vessel  lost  or  not  lost,  under  the  bill 
of  lading.  For  this  reason  the  Court  held  that  the 
freight,  not  being  earned,  was  not  pending  and  the 
Court  did  not  include  the  gross  freight  in  the  limita- 
tion fund.  The  Court  specifically  refused  to  consider 
whether  the  items  making  up  the  gross  freight  were 
properly  regarded  as  freight.  On  the  other  hand, 
where  passage  money  tvas  specifically  (by  the  terms  of 
the  tickets)  earned,  vessel  lost  or  not  lost,  the  Court 
held  that  the  complete  passage  money  must  be  placed 
in  the  limitation  fimd,  and  that  the  expenses  of 
ultimately  earning  the  passage  money  were  not  deduct- 
ible. In  1939  this  Honorable  Court,  speaking  through 
Judge  Denman  in  Hazel  Brashear  v.  Union  Dredging 
Co,,  1939  A.M.C.  944,  104  Fed.  (2d)  762,  clearly  rec- 
ognized that  ^ Spending  freight''  was  the  ^\gross  earn- 
ings of  the  dredge  wdthout  deductions  of  any  kind''. 
The  language,  of  a  case  where  freight  was  not  ^^ earned, 
vessel  lost  or  not  lost"  cannot  be  cited  with  respect 
to  this  litigation,  for  the  simple  reason  that  in  this 
case  the  gross  freight  was  ''earned,  vessel  lost  or  not 
lost*',  mid  hence  is  pending. 

i'«Appellee's  Opening  Brief,  p.  27;  quotation,  p.  33. 
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Whether  or  not  these  items  were  turned  over  to 
parties  actually  doing  the  work,  each  item  represents 
nothing  more  than  expenditures  by  Frode  incident  to 
the  earning  of  ^^ gross  freight''.  Frode  performed 
these  items  in  order  to  earn  the  gross  freight.  Such 
expenses,  merely  because  itemized  on  the  bill  of  lading, 
can  no  more  be  deducted  from  the  gross  freight  sur- 
rendered into  the  limitation  fund  than  (as  in  the 
language  of  The  Jane  Grey)  the  wages  of  the  captain 
and  crew,  the  cost  of  supplies  for  the  vessel,  com- 
missions to  ship's  agents,  or  stevedoring  charges. 


CONCLUSION. 

For  the  foregoing  reasons,  the  order  should  be  re- 
versed and  the  limitation  fund  fixed  at  $392,982.03,  as 
stated  in  our  opening  brief. 

Dated,  San  Francisco,  California, 
April  18, 1949. 

Respectfully  submitted, 

George  H.  Hauerken", 
Hauerken  &  St.  Clair, 

Proctors  for  Appellant, 
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Rice  Growers  Association  of  Cali- 
fornia (a  corporation), 

Appellant, 
vs. 

Rederiaktiebolaget  Frode  (a  corpo- 
ration), Owner  of  the  Steamship 
^^Frej", 

Appellee, 


MEMORANDUM  IN  OPPOSITION  TO 
APPELLEE'S  MEMORANDUM  ON  SCOPE  OF  REVIEW. 


Frode 's  Memorandum  is  entitled  ''Memorandum 
on  Scope  of  Review''  and  purports  to  be  filed  in 
answer  to  a  specific  question  raised  by  the  Court  at  the 
oral  argument  (whether  this  Court  has  power  to  fix 
the  limitation  fund  as  of  May  8,  1947,  although  Frode 
took  no  cross-appeal  from  the  order  of  the  District 
Court).  In  fact,  however,  the  memorandum  is  not 
limited  to  that  question  but  covers  the  entire  case.  We 
assume  of  course  that  that  part  of  the  memorandum 
which  is  thus  unauthorized  will  not  be  read.  Since  it  is 
possible,  however,  that  the  memorandum  will  be  con- 


sidered  in  its  entirety,  we  hereby  respectfully  apply 
for  leave  to  file  the  following  answer  thereto. 


THE  SCOPE  OF  THE  REVIEW  BY  THIS  COURT. 

We  have  of  course  no  quarrel  with  the  contention 
of  Frode  that  an  appeal  in  admiralty  results  in  a  trial 
de  novo.  Our  contention  is,  however,  that  the  scope  of 
that  trial  de  novo  is  restricted  to  the  issues  raised  by 
the  specifications  of  error. 

Frode  cites  two  cases  decided  in  1887  and  1921  re- 
spectively by  the  Supreme  Court  of  the  United  States. 
Those  cases  (Irvine  v.  The  Hesper,  122  U.S.  256,  30 
L.  Ed.  1175,  and  The  John  Ttvohy,  255  U.S.  77,  65 
L.  Ed.  511)  do  seem  to  support  Frode 's  contention. 
Frode  does  not  cite,  however,  the  later  case  of  Oxford 
Paper  Co.  v.  The  Nidarholm,  282  U.S.  681,  75  L.  Ed. 
614,  decided  in  1931  by  the  Supreme  Court  of  the 
United  States,  and  which  must  be  deemed  to  have 
overruled  the  two  previous  cases.  In  that  case  the 
charterer  of  the  SS  Nidarholm  filed  a  libel  in  rem 
to  recover  damages  for  the  loss  of  part  of  his  cargo. 
The  District  Court  held  that  the  shipowner  was  alone 
at  fault  and  awarded  damages  accordingly.  On  ap- 
peal by  the  shipowner,  the  Circuit  Court  of  Appeals 
held  that  both  the  shipowner  and  the  charterer  were 
at  fault  and  accordingly  divided  the  damages.  The 
Supreme  Court  then  granted  certiorari  on  petition  of 
the  charterer.  The  shipowner  was  apparently  con- 
tent with  the  decision  that  he  was  half  to  blame.  The 
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Supreme  Court  concluded  that  the  charterer  alone 
was  to  blame,  but  nevertheless  did  not  relieve  the 
shipowner  from  his  half  of  the  damages,  for  the  rea- 
son that  the  shipowner  had  not  applied  for  certiorari. 

Frode  also  relies  on  Brooklyn  Eastern  District 
Terminal  v.  United  States,  287  U.S.  170,  77  L.  Ed. 
240,  and  Callan  v.  Cope,  165  F.  (2d)  703.  Neither 
of  these  cases  is  in  point.  They  both  recognize  that  an 
appeal  in  admiralty  amounts  to  a  trial  de  novo,  but 
neither  of  them  raises  the  question  of  whether  the 
appellee  can,  without  filing  a  cross-appeal,  ask  the 
appellate  Court  to  review  issues  which  are  not  cov- 
ered by  the  appellant's  specification  of  errors. 

To  hold,  as  Frode  now  suggests,  that  an  issue  can 
be  raised  at  the  oral  argument  on  appeal,  even  though 
it  was  not  assigned  as  error,  does  away  with  the  re- 
quirements of  Rule  35  of  the  Rules  of  this  Honorable 
Court. 

Frode  also  makes  the  preposterous  contention  that 
it  would  have  been  necessary  for  Rice  Growers  to  ex- 
pressly exclude  the  date  of  May  8,  1947,  from  its  as- 
signment of  errors  in  order  to  preclude  consideration 
of  that  date  by  this  Court.  In  effect,  Frode  contends 
that  it  is  necessary  for  an  appellant  to  expressly  state 
that  it  is  not  appealing  from  a  ruling  which  is  un- 
favorable to  the  other  party.  It  is  submitted  that 
there  is  only  one  way  to  construe  the  assignments  of 
errors  filed  by  Rice  Growers,  whether  the  assign- 
ments be  read  as  a  whole  or  whether  each  of  them 
be  read  separately.  Rice  Growers  assigned  as  error 


the  ruling  of  the  trial  Court  fixing  June  19,  1947, 
the  date  of  the  termination  of  the  voyage,  and  at 
$213,104.00  the  amount  of  the  limitation  fund.  As  far 
as  Rice  Growers  was  concerned,  those  rulings  were 
erroneous  only  in  not  fixing  the  termination  of  the 
voyage  at  a  later  date  and  the  limitation  fund  at  a 
greater  amount.  Since,  as  against  a  date  prior  to 
June  19,  1947  and  as  against  an  amount  smaller  than 
$213,104.00,  the  ruling  of  the  trial  Court  was  not  er- 
roneous, the  assignments  of  errors  filed  by  Rice 
Growers  cannot  possibly  be  construed  as  being  broad 
enough  to  allow  this  Court  to  consider  any  date  prior 
to  June  19  and  any  amount  smaller  than  $213,104.00. 


THE  UNAUTHORIZED  PART  OF  FRODE'S  MEMORANDUM. 

On  page  seven  of  its  memorandum,  Frode  cites 
several  recent  cases,  which,  with  the  exception  of  The 
Lara,  1947  A.M.C.  27,  had  not  heretofore  been  cited 
by  the  parties.  Those  cases  have  one  thing  in  common 
and  that  is  that  none  of  them  has  anything  whatever 
to  do  with  the  question  of  the  termination  of  the  voy- 
age raised  in  our  case. 

The  Mattie,  34  F.  S.  856,  deals  with  the  question  of 
whether  a  petition  for  limitation  should  be  denied 
because  the  owner  of  the  vessel  replaced  her  steering 
gear  before  surrendering  her  to  a  trustee,  not  with  the 
question  of  the  termination  of  the  voyage. 

The  Edward  Ltickenhach,  1942  A.M.C.  1449,  deals 
with  ,the  question  of  what  docket  fees  are  to  })e  al- 


lowed  proctors  for  the  cargo  claimants  in  a  limitation 
proceeding,  not  with  the  question  of  the  termination 
of  the  voyage. 

The  Chickie,  54  F.  S.  19,  deals  with  the  question  of 
the  privity  and  knowledge  of  the  owner  and  the  ques- 
tion of  whether  he  can  avail  himself  of  the  limitation 
statute,  although  he  failed  to  either  deposit  security  or 
surrender  the  vessel  to  a  trustee,  not  with  the  question 
of  the  termination  of  the  voyage. 

Curtis  Bay  Towing  Co,  v.  Tug  Kevin  Moran,  159  F. 
(2d)  273,  deals  with  the  question  of  whether  an  order 
refusing  to  dissolve  an  injunction  is  ,appealable  and 
whether,  assiuning  it  to  be  appealable,  the  injunction 
should  be  dissolved,  not  with  the  question  of  the  termi- 
nation of  the  voyage. 

We  do  not  know  why  Frode  cited  those  cases.  It  is 
true  that  each  of  them  cites  one  or  more  older  cases, 
such  as  The  City  of  Norwich,  118  U.S.  468,  30  L.  Ed. 
134,  which  Frode  has  previously  cited  to  this  Court. 
It  is  claimed  by  Frode  that  those  older  cases  held  that 
**a  catastrophe  terminates  the  voyage '^  The  fact  is, 
however,  that  they  do  not  so  hold.  Nor  do  the  recent 
cases,  which  have  themseh^es  nothing  whatever  to  do 
with  the  question  of  the  termination  of  the  voyage, 
cite  the  older  ones  for  the  proposition  that  ^^a  catas- 
trophe terminates  the  voyage '\  As  was  pointed  out  in 
our  previous  briefs,  those  older  cases  rather  stand  for 
the  proposition  that  a  voyage  can  be  terminated  short 
of  destination  only  in  the  event  that  (1)  the  vessel  is 
a  total  loss,  or  (2)  the  vessel  is  so  damaged  as  to  make 
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it  unreasonable  for  her  owner  to  repair  her,  or  (3)  the 
voyage  was  in  fact  commercially  frustrated. 

It  is  submitted  that  the  1936  amendment  to  the 
Limitation  Statute  was  merely  procedural  and  was 
only  intended  to  ^^  require  the  shipowner  to  act 
promptly  in  asserting  the  right  to  limit  his  liability.'^ 
(Petition  of  Gotdmidris,  140  F.  (2d)  780,  781.)  Al- 
though no  case  has  actually  passed  upon  the  question 
of  whether,  since  the  1936  amendment,  limitation  can 
be  had  before  the  end  of  the  voyage,  the  Supreme 
Court  has  pelade  it  clear,  by  the  recent  amendment  to 
Rule  51  of  its  Admiralty  Rules,  that  the  limitation 
fund  must  now,  as  it  had  to  before  1936,  be  fixed  as  of 
the  end  of  the  voyage.  Rule  51  now  requires  the  peti- 
tion for  limitation  of  liability  to  set  forth : 

**the  value  of  the  vessel  at  the  close  of  the  voyage 
or,  in  case  of  wreck,  the  value  of  her  wreckage, 
strippings  or  proceeds,  if  any 


*  *  *?> 


Rule  51  further  provides  that  the  ad  interim  stipu- 
lation shall  be  for: 

^Hhe  value  of  petitioner's  interest  in  the  vessel  at 
the  close  of  the  voyage  or,  in  the  case  of  wreck, 
the  value  of  the  wreckage,  strippings  or  proceeds. 


*  *  »?> 


It  is  therefore  clear  that  Rule  51  supports  the  posi- 
tion which  has  been  that  of  Rice  Growers  throughout 
this  case,  namely,  that  limitation  can  be  had  only  as  of 
the  time  when  the  vessel  actually  arrived  at  destina- 
tion, or  as  of  the  time  when  a  wreck  in  fact  terminated 
her  voyage. 


Frode  still  argues  that  the  ''Frej"  was  ''a  helpless 
wreck,  aground,  requiring  repairs  in  excess  of  150% 
of  its  value''.  The  fact  is,  however,  that  she  was  not  a 
helpless  wreck,  that  she  was  beached  for  convenience 
and  that  she  was  repaired  for  less  than  61%  of  her 
repaired  vahie.  $167,498.99  were  expended  for  repairs 
and  her  value,  when  she  resumed  the  voyage,  was 
$275,000.  Although  it  is  true  that  the  cost  of  repairing 
the  ''Prej''  exceeded  her  value  as  of  May  8,  1947,  the 
significant  fact  is  that  the  cost  of  repairing  her  did 
not  exceed  her  value  when  repaired.  Frode  expended 
$167,498.99  (instead  of  abandoning  $106,000)  and 
thereafter  had  a  ship  worth  $275,000. 

To  say  that  a  vessel  which  was  repaired  and  com- 
pleted her  voyage  was  a  ^^ helpless  wreck"  (as  stated 
by  Frode)  or  'Svreckage  and  strippings"  (as  contem- 
plated by  Supreme  Court  Admiralty  Rule  51)  is  to 
do  violence  to  the  truth. 

In  any  event,  and  even  if,  as  suggested  by  Judge 
Denman  at  the  oral  argument,  the  1936  amendment  to 
the  limitation  statute  be  held  to  give  the  shipowner 
the  right  to  terminate  a  voyage  at  any  time  he  pleases 
in  order  to  secure  limitation  as  of  that  time,  it  is  clear 
that  that  right  can  become  effective  only  from  the  time 
when  the  shipowTtier  claims  the  benefit  of  the  limitation 
statute. 

If  the  Frej  was  in  fact  a  total  loss  on  May  8  or  if 
her  voyage  was  commercially  frustrated  on  that  day, 
Frode  was  entitled  to  invoke  the  benefit  of  the  limita- 
tion statute  as  of  that  date,  irrespective  of  the  effect 
of  the  1936  amendment,  for  her  voyage  was  ended  on 
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that  date.  If,  however,  she  was  not  a  total  loss  on  May 
8  and  her  voyage  was  not  then  commercially  frus- 
trated, it  was  necessary  for  Prode  to  await  the  end  of 
her  voyage,  or,  if  the  theory  suggested  by  Judge  Den- 
man  ,be  adopted,  it  was  necessary  for  Frode  to  termi- 
nate that  voyage  by  the  filing  of  a  petition  for  limita- 
tion of  liability  and  the  jjosting  of  the  necessary  se- 
curity. (Petition  of  Ooulandris,  140  F.  (2d)  780.)  The 
abortive  notice  of  abandonment  of  June  19  was  not 
enough;  it  was  nothing  but  an  attempt  by  Frode  to 
escape  its  contractual  obligations.  If  the  statute  now 
gives  the  right  to  terminate  the  voyage  as  soon  as 
claims  in  excess  of  the  value  of  the  vessel  have  been 
filed  with  her  owner,  it  must  be  required  of  the  owner, 
before  the  voyage  can  be  said  to  have  been  terminated, 
that  he  comply  with  the  statute  by  filing  a  petition  for 
limitation  of  liability  and  by  posting  the  necessary 
security  or  surrendering  his  vessel  to  a  trustee.  In 
our  case,  those  requirements  tvere  not  fully  complied 
until  by  Frode  until  August  4,  1947,  and  that  date  is 
accordingly  the  earliest  date  as  of  which  Frode  can 
possibly  be  entitled,  to  limit  its  liability. 

We  have  no  quarrel  with  the  proposition  that  the 
limitation  statute  must  be  liberally  construed  in  order 
to  encourage  investment  in  shipl)uilding  and  with  the 
cases  cited  by  Frode  in  support  of  that  proposition.  It 
should  be  emphasized,  however,  that  neither  Coryell  v. 
PMpps,  317  U.S.  406,  87  L.  Ed.  363,  nor  Just  v. 
Chambers,  312  IT.S.  383,  85  L.  Ed.  903,  have  anything 
whatever  to  do  witli  the  (luestion  of  valuation.  The 
latter  case  deals  wdth  the  question  of  the  enforceability 


in  Admiralty  of  claims  for  personal  injuries  against 
the  estate  of  a  deceased  shipowner.  In  the  former  case, 
the  Court  was  concerned  with  the  question  of  privity 
and  knowledge  of  the  shipowner.  The  only  case  which 
we  have  found  dealing  with  the  question  of  whether 
the  statute  should  be  given  a  strict  or  liberal  construc- 
tion on  the  issue  of  valuation  is  the  case  of  La  Boitr- 
gogne,  210  U.S.  95,  52  L.  Ed.  973.  In  that  case,  in 
referring  more  particularly  to  the  freight  portion  of 
the  limitation  fund,  the  Court  stated  at  page  992  of 
52  L.  Ed.  : 

'^the  duty  to  surrender  pending  freight  to  entitle 
to  a  limitation  of  liability  must  be  liberally  con- 
strued against  the  shipowner.''  (Italics  supplied.) 

Moreover,  there  is  no  construction  of  the  statute 
involved  in  this  case,  unless  of  course  the  suggestion 
made  by  Judge  Denman  be  adopted.  The  statute  other- 
wise needs  no  construction  for  the  simple  reason  that 
it  has  been  repeatedly  construed  and  that  it  is  settled 
that  valuation  must  be  made  as  of  the  end  of  the 
voyage. 

In  conclusion,  to  use  the  language  of  the  English 
Court  of  Appeal: 

^^It  is  absurd  to  argue  that  the  shipowner  can  say 
that  he  was  prevented  from  fulfilling  his  contract 
by  perils  of  the  sea  by  reason  of  great  expense  of 
repairing,  w^hen  he  did  in  fact  repair  and  proceed 
upon  a  voyage."  (Assicurazioni  Generali  v.  S,S. 
Bessie  Morris  Co.  (VII  Aspinall's  Reports  (N.S.) 
217.) 
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The  ^^Frej"  did  complete  her  voyage  (Havana); 
the  ^^ close  of  the  voyage"  (Supreme  Court  Admiralty 
Rule  51)  was  Havana.  The  limitation  fund  must 
accordingly  be  taken  as  of  the  time  and  place  set  by 
all  the  cases  and  the  Supreme  Court  in  its  Admiralty 
rules.  That  time  and  place  was  September  18,  1947, 
in  Havana. 

Dated,  San  Francisco, 
May  27, 1949. 

Respectfully  submitted, 

George  H.  Hauerken, 
Hauerken  &  St.  Clair, 

Proctors  for  Appellant, 


No.  12,074 


IN  THE 


United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Rice  Growers  Association  of  California 
(a  corporation), 


Appellant, 


vs. 


Rederiaktiebolaget  Frode  (a  corporation), 
Owner  of  the  Steamship  ^^Frej", 

Appellee, 


APPELLANT'S  PETITION  FOR  A  REHEARING. 


George  H.  Hauerkex, 
Hauerken  &  St.  Clair, 

535  Buss  Building,  San  Francisco  4,  California, 

Proctors  for  Appellant 
and  Petitioner. 


.     '>M\ 


JUL2lt949 

FAUL  P.  O'BRIEN,^ 
^ OLERK 


I 


Table  of  Authorities  Cited 


Cases  Pages 

Assicurazioni    General!    v.    SS.    Bessie    Morris    Co.,    VII 
Aspinall's  Reports  (N.S.)  217  3 

Coryell  v.  Phipps,  317  U.S.  406,  87  L.Ed.  363 .2,  3,  5 

In  re  Jacobson,  52  F.  (2d)  179 9 

Just  V.  Chambers,  312  U.S.  383,  85  L.Ed.  903 2,  3,  5 

Petition  of  Goulandris   (CCA.  2,  1944),  140  F.    (2d)   780, 
certiorari  denied  322  U.S.  755,  88  L.Ed.  1584 9, 10 

Standard  Wholesale  P.  &  A.  Works  v.  Travelers  Ins.  Co. 
(CCA.  4,  1939),  107  Fed.  (2d)  373 10, 11 

The  Chickie  (CCA.  3,  1944),  141  Fed.  (2d)  80 8 

The  Maggie  Hammond  v.  Morland,  9  Wall.  435,  19  L.Ed. 
772     3 

The  Main  v.  Williams,  152  U.S.  122,  38  L.Ed.  381 3 

Codes 

U.  S.  Code,  Section  185 47 


f 


No.  12,074 

IN  THE 


United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Rice  Growers  Association  of  California 

(a  corporation), 

Appellant, 

vs. 

Rederiaktiebolaget  Frode  (a  corporation), 
Owner  of  the  Steamship  ^^Frej", 

Appellee, 


APPELLANT^S  PETITION  FOR  A  REHEARING, 


To  the  Honorable  William  Denman,  Presiding  Judge, 
and  to  the  Honorable  Associate  Judges  of  the 
United  States  Court  of  Appeals  for  the  Ninth 
Circuit: 

Appellant  Rice  Growers  Association  of  California, 
hereinafter  referred  to  as  Rice  Growers,  respectfully 
petitions  for  a  rehearing  of  the  above  entitled  cause, 
following  the  decision  of  this  Honorable  Court  ren- 
dered on  June  24,  1949.  The  rehearing  is  sought  only 
as  to  the  question  of  the  value  of  the  S.S.  ^^Frej''  for 
limitation  purposes  and  not  as  to  the  question  of 
freight. 


The  opinion  can  be  summarized  as  follows : 

(1)  The  limitation  of  liability  statute  must  be 
liberally  construed  in  favor  of  the  shipowner. 

(2)  When  so  construed,  the  statute  gives  the  ship- 
owner the  right  to  terminate  his  voyage  at  any  time 
after  claims  exceed  the  value  of  his  vessel. 

(3)  Although  the  right  to  terminate  his  voyage  is 
given  him  by  the  statute,  the  shipowTier  need  not,  when 
so  terminating  it,  comply  with  any  of  the  require- 
ments of  the  statute. 

In  support  of  the  first  proposition,  the  opinion 
cites  Just  V.  Chumhcrs,  312  U.S.  383,  85  L.Ed.  903,  and 
Coryell  v.  PUpps,  317  U.S.  406,  87  L.Ed.  363.  In  sup- 
port of  the  second  and  third  propositions,  the  opinion 
cites  nothing. 

To  construe  the  limitation  statute  liberally  in  favor 
of  the  shipowner  does  not  mean  that  every  issue  aris- 
ing between  him  and  cargo  must  be  decided  in  his 
favor.  It  must  first  be  determined  whether  the  issue 
calls  for  a  construction  of  the  statute.  The  issue  raised 
in  this  case  (the  termination  of  the  voyage)  does  not 
call  for  any  construction  of  the  statute,  for  the  simple 
reason  that  the  statute  does  not  purport  to  come  into 
effect  imtil  it  has  othenvise  been  determined  that  the 
voyage  is  at  an  end.  It  has  repeatedly  been  held  that 
the  rights  which  the  statute  gives  to  the  shipoAvner 
arise  only  at  the  termination  of  his  voyage.  The  stat- 
ute assumes  that,  imder  the  general  maritime  law, 
the  voyage  was  at  an  end;  it  does  not  concern  itself 
with  how  it  ended,  whether  by  arrival  at  destination 
or  by  destruction  of  the  vessel  short  of  destination. 


Nor  does  it  purport  to  give  to  the  shipowner  a  right 
to  terminate  his  voyage  which  is  denied  him  by  the 
general  maritime  law.  (See,  The  Maggie  Hammond 
V.  Morland,  9  Wall.  435,  19  L.Ed.  772;  Assictirazioni 
Generali  v.  SS,  Bessie  Morris  Co.,  VII  AspinalFs  Re- 
ports (N.S.)  217.) 

In  both  Just  V.  Chambers,  supra,  and  Coryell  v, 
Phipps,  supra,  the  issues  as  to  which  the  Supreme 
Court  of  the  United  States  stated  that  the  statute 
should  be  liberally  construed  arose  in  the  course  of 
the  limitation  proceeding,  after  the  shipowner  had 
complied  with  all  the  requirements  which  open  the 
door  to  the  proceeding.  There  was  apparently  no 
question  as  to  when  and  where  the  voyage  termi- 
nated in  those  cases.  Moreover,  both  Chambers  and 
Phipps  had  apparently  posted  the  security  necessary 
to  enable  them  to  insist  upon  a  liberal  construction 
of  the  limitation  statute.  The  issue  in  this  case,  how- 
ever, arises  before  the  gate  of  the  statute  is  opened 
and  there  is  no  authority  anywhere  for  the  proposition 
that  an  issue  of  that  kind  should  be  liberally  deter- 
mined in  favor  of  the  shipowner.  On  the  contrary, 
the  Supreme  Court  of  the  United  States  has  held 
that  the  preliminary  issue  of  compliance  Avith  the  re- 
quirements of  the  statute  must  be  strictly  determined 
against  the  shipowner.  In  The  Main  v.  Williams,  152 
U.S.  122,  38  L.  Ed.  381,  in  determining  what  the  ship- 
owner had  to  surrender  as  freight,  the  Court  stated 
at  page  385  of  38  L.  Ed. : 

^^The  English  courts  have  held,  very  properly  we 
think,  that  these  statutes  should  be  strictly  con- 


strued.  As  observed  by  Abbott,  Ch.  J,,  in  Gnole  v. 
Laurie,  5  Barn.  &  C.  156,  164:  ^  Their  effect,  how- 
ever, is  to  take  away  or  abridge  the  right  of  re- 
covering damages,  enjoyed  by  the  snbjects  of  this 
country  at  the  common  law,  and  there  is  nothing 
to  require  a  construction  more  favorable  to  the 
ship  owner  than  the  plain  meaning  of  the  word 
imports.'  To  the  same  effect  are  the  remarks  of 
Sir  Robert  Phillimore  in  The  Andahisian,  3  Prob. 
Div.  182,  190,  and  in  The  Northumhia,  L.  R.  3 
Adm.  6, 13.  Speaking  of  this  statute.  Lord  Justice 
Brett  in  Chapman  v.  Boyal  Netherlands  Steam 
Nav,  Co.,  L.  R.  4  Prob.  Div.  157,  184,  remarked: 
^A  statute  for  the  purposes  of  public  policy, 
derogating  to  the  extent  of  injustice,  from  the 
legal  rights  of  individual  parties,  should  be  so 
construed  as  to  do  the  least  possible  injustice. 
This  statute,  whenever  applied,  must  derogate 
from  the  direct  right  of  the  ship  owner  against  the 
other  ship  owner.  *  *  *  It  should  be  so  construed 
as  to  derogate  as  little  as  is  possible  consistently 
with  its  phraseology,  from  the  otherwise  legal 
rights  of  the  parties.' 

*^  While,  from  the  universal  habit  of  insuring 
vessels,  the  application  of  the  statute  probably 
results  but  rarely  in  an  acttoal  injustice  to  the 
owner  of  the  injured  vessel,  yet,  being  in  deroga- 
tion of  the  common  law,  we  think  the  court  should 
nA)t  limit  the  right  of  the  injured  parity  to  a  re- 
covery beyond  what  is  necessary  to  effectuate  the 
purposes  of  Congress/'    (Italics  added.) 

No  case  has  ever  held  before,  as  this  Honorable 
Court  now  holds,  that  the  statute  gives  the  shipowner 
a  right  to  terminate  the  voyage  which  he  otherwise 


would  not  have.  The  opinion  restates  the  established 
rule  that  valuation  must  be  had  as  of  the  end  of  the 
voyage,  and  then  proceeds  to  destroy  that  rule  with 
the  announcement  that  the  voyage  may  of  course  be 
terminated  and  valuation  accordingly  be  had  at  any 
time  the  shipowner  pleases.  It  is  submitted  that  the 
test  announced  by  all  the  cases  and  by  Rule  51  of  the 
Admiralty  Rules  of  the  Supreme  Court  (which,  inci- 
dentally, was  revised  by  the  Supreme  Court  after  its 
decision  in  Just  v.  Chambers,  supra,  and  after  its 
decision  in  Coryell  v.  Phipps,  supra),  is  an  objective 
and  not  a  subjective  test. 

Rule  51  now  requires  the  petition  for  limitation  of 
liaHlity  to  set  forth: 

^^The  voyage  on  which  the  demands  sought  to  be 
limited  arose,  with  the  date  and  place  of  its  termi- 
nation; *  *  * 

The  value  of  the  vessel  at  the  close  of  the  voyage 
or,  in  case  of  wreck,  the  value  of  her  wreckage, 
strippings  or  proceeds,  if  any,  *  *  *'' 

Rule  51  further  provides  that  the  ad  interim  stipu- 
lation shall  be  for: 

^^The  value  of  petitioner's  interest  in  the  vessel 
at  the  close  of  the  voyage  or,  in  the  case  of  wreck, 
the  value  of  the  wreckage,  strippings  or  pro- 
ceeds, *  *  *". 

It  is,  therefore,  clear  that  Rule  51  supports  the 
position  which  has  been  that  of  Rice  Growers  through- 
out this  case,  namely,  that  limitation  can  be  had  only 
as  of  the  time  when  the  vessel  actually  arrived  at 
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destination,  or  as  of  the  time  when  a  wreck  in  fact 
temiinated  her  voyage.  The  Supreme  Court  would 
not,  throughout  Rule  51,  insist  upon  ''the  voyage",  if 
all  it  meant  was  that  the  shipowner  may  pick  out  the 
date  as  of  which  valuation  must  be  had. 

Tf  the  shipowner  can,  for  limitation  of  liability  pur- 
poses, terminate  his  voyage  at  any  time  he  pleases, 
there  is  no  reason  to  require  him  to  surrender  the  value 
of  his  interest  in  the  vessel  ''at  the  close  of  the  voy- 
age" ;  all  that  is  necessary  is  to  allow  him  to  surrender 
it  "at  any  time  he  pleases".  Moreover,  if  he  can  thus 
shorten  the  voyage,  for  limitation  of  liability  purposes, 
there  is  no  reason  why  he  should  not  be  allowed  to 
expand  it  for  the  same  purpose  so  as  to  include  in  one 
limitation  proceeding  all  the  claims  which  arose  during 
any  given  six  months'  period. 

Both  in  its  briefs  and  at  the  oral  argument  Rice 
Growers  took  the  position  that,  since  a  limitation  of 
liability  proceeding  is  equitable  in  nature,  Frode 
should  be  required  to  do  equity  before  coming  into 
Court  and  asking  for  a  liberal  construction  of  the 
statute.  Rice  Growers  accordingly  contended  that 
this  case  could  not  be  decided  without  a  determination 
of  whether  or  not  the  abandonment  of  the  voyage  on 
June  19  was  wrongful.  Frode  gave  no  answer  to  that 
contention  either  in  its  briefs  or  at  the  oral  argument 
and  now  this  Court  gives  no  answer  thereto.  It  is 
true  that  the  contention  is  noted  in  the  opinion  and 
that  it  is  therein  seemingly  conceded  that  equitable 
principles  control.  How  they  control,  however,  is  un- 
fortunately not  made  clear.  Nor  is  it  made  clear  how 


they  can  control  in  a  decision  in  which  the  question 
of  whether  the  party  seeking  equity  must  first  do 
equity  is  expressly  left  open. 

This  Court  now  holds  (for  the  first  time)  that  a 
shipowner  may  terminate  a  voyage  whenever  claims 
against  him  exceed  the  value  of  the  vessel,  irrespec- 
tive of  whether  the  vessel  arrived  at  destination  or 
was  wrecked.  This  Court  further  holds  (for  the  first 
time)  that  that  right  is  given  him  by  the  limitation 
statute.  If  that  right  does  stem  from  the  statute,  how- 
ever, the  time  when  the  statute  is  invoked  is  the  only 
possible  time  (always  bearing  in  mind  that  there  was 
neither  wreck  nor  actual  completion  of  the  voyage) 
when  the  voyage  can  be  terminated. 

Section  185  of  46  U.  S.  Code  provides  as  follows : 
^^The  vessel  owner,  *  *  *  may  petition  a  district 
court  of  the  United  States  *  *  *  for  limitation  of 
liability  *  *  *  and  the  o^^Tier  (a)  shall  deposit 
with  the  court,  for  the  benefit  of  claimants,  a  sum 
equal  to  the  amount  or  value  of  the  interest  of 
such  o\^mer  in  the  vessel  and  freight,  or  approved 
security  therefor,  and  in  addition  such  sums,  or 
approved  security  therefor,  as  the  court  may 
from  time  to  time  fix  as  necessary  to  carry  out  the 
provisions  of  section  183  of  this  title,  or  (b)  at 
his  option  shall  transfer,  for  the  benefit  of  claim- 
ants, to  a  trustee  to  be  appointed  by  the  court  his 
interest  in  the  vessel  and  freight,  together  with 
such  sums,  or  approved  security  therefor,  as  the 
court  may  from  time  to  time  fix  as  necessary  to 
carry  out  the  provisions  of  section  183  of  this 
title.  Upon  compliance  with  the  requirements  of 
this  section  all  claims  and  proceedings  against  the 
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owner  with  respect  to  the  matter  in  question  shall 
cease/'    (Italics  added.) 

Rule  51  of  the  Admiralty  Rules  of  the  Supreme 
Court  provides  in  part  as  follows : 

**The  owner  or  owners  of  any  vessel  who  shall 
desire  to  claim  the  benefit  of  limitation  of  liability 
provided  for  in  the  third  and  fourth  sections  of 
the  Act  of  March  3,  1851,  entitled  'An  Act  to 
limit  the  liability  of  shipowners  and  for  other 
purposes'  (Sections  183  to  189  of  Title  46  of  the 
U.  S.  Code,  46  U.S.C.A.  §§  183-189)  as  now  or 
hereafter  amended  or  suj^plemented,  may  file  a 
petition  in  the  proper  District  Court  of  the  United 
States,  as  hereinafter  specified/'   (Italics  added.) 

If  Section  185  and  the  quoted  part  of  Rule  51  mean 
anything,  they  mean  that,  in  order  to  be  entitled  to 
the  benefits  of  the  limitation  statute,  the  shipowner 
must  first  file  his  petition  and  otherwise  comply  with 
the  requirements  of  the  statute. 

It  has  repeatedly  been  held  that  the  statute  must 
be  strictly  complied  with,  even  though  it  be  liberally 
construed,  before  the  shipowner  can  claim  the  benefits 
provided  thereunder.  In  The  Chickie  (CCA.  3,  1944) 
141  Fed.  (2d)  80,  for  example,  the  Court  referred  at 
p.  85  to  ''the  well  settled  rule  that  the  Courts  are  to 
construe  the  statute  liberally''  and  nevertheless  held 
that 

"the  proceeding  on  the  petition  was  never  suf- 
ficiently completed  for  the  jurisdiction  of  the 
court  to  attach  to  this  extent.  All  that  the  owners 
did  was  to  file  their  petition.  There  was  no  trans- 
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f er  of  a  res  to  a  trustee ;  no  monition  ever  issued ; 
the  required  fee  for  filing  the  petition  was  not 
even  paid.  The  petition  had  no  legally  operative 
effect;  we  may  dismiss  it  from  further  considera- 
tion/'   (141  F.  (2d)  at  84.) 

Similarly,  in  Petition  of  Goulandris  (CCA.  2, 
1944),  140  F.  (2d)  780,  certiorari  denied  322  U.S.  755, 
88  L.  Ed.  1584,  the  Court  dismissed  a  petition  for 
limitation  of  liability  filed  within  the  6  months'  period 
and  accompanied  by  a  stipulation  for  costs  on  the 
ground  that  the  petitioning  shipowner  had  failed 
to  comply  with  the  requirement  of  the  statute  by 
either  surrendering  his  vessel  or  posting  adequate 
security. 

In  l7i  re  Jacohson,  52  F.  (2d)  179,  the  Court  stated 
at  p.  180 : 

'^Limiting  as  it  does  the  common-law  doctrine  of 
responsibility  for  the  acts  of  servants  and  agents, 
this  statute  makes  a  vei^y  vahtahle  concession^ 
neither  to  he  frittered  atvay  by  undue  restrictions 
upon  it  nor  to  he  incontinently  allowed  except 
upon  full  compliance  with  the  conditions  of  the 
grant.  Cases  like  The  Annie  Faxon  (CCA.),  75  F. 
312;  People's  Navigation  Co.  v.  Toxey  (CCA.), 
269  F.  793;  Kitsap  County  v.  Harvey  (CCA.), 
15  F.  (2d)  166,  48  A.L.R.  1420,  in  their  emphasis 
upon  the  difference  between  the  personal  and  the 
imputed  fault  of  the  owner  have  tended  to  over- 
emphasize the  exemption  from  liability;  other 
cases  stressing  the  necessity  for  compliance  with 
the  conditions  fixed  as  the  basis  for  the  enjoyment 
of  the  exemption  have  clarified,  or  at  least 
brought  into  balance,  some  of  the  expressions  in 
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those  cases.  Cases  of  this  kind  are  Great  Lakes 
Towing  Co.  V.  Mill  Transportation  Co.  (C.C.A.), 
155  F.  11,  20,  22  L.R.A.  (N.S.)  769;  Benner  Line 
V.  Pendleton  (C.C.A.),  217  F.  497,  500;  The  Etna 
Maru  (D.C.),  20  F.  (2d)  143;  Christopher  v. 
Grueby  (C.C.A.),  40  F.  (2d)  8."    (Italics  added.) 

In  Standard  Wholesale  P.  &  A.  Works  v.  Travelers 
Ins,  Co.  (CCA.  4,  1939),  107  Fed.  (2d)  373,  the  Court 
stated  at  p.  376 : 

^^The  right  of  the  owner  of  a  vessel  to  limit  lia- 
bility is  wholly  statutory  in  the  United  vStates. 
The  Main  v.  Williams,  152  U.S.  122,  14  S.Ct.  486, 
38  L.Ed.  381,  and  authorities  there  cited.  To  avail 
himself  of  this  right  granted  hy  the  statute  the 
owner  must  bring  himself  within  the  terms  fixed 
by  the  statute.  While  the  purpose  of  the  statute 
is  to  protect  and  encourage  maritime  commerce 
and,  while  statutes  of  this  character  are  to  be 
liberally  construed,  this  liberality  of  construction 
cannot  be  extended  so  that  express  conditioyis  laid 
down  by  the  statute  itself  are  waived  or  ignored.'' 
(Italics  added.) 

It  should  finally  be  noted  that  Congress  itself  has 
recently  indicated  that  the  new  liberal  attitude 
adopted  by  the  Supreme  Court  in  those  cases  in  which 
the  shipowner  has  fully  complied  with  the  statute 
shall  not  be  applied  in  those  cases  in  which  the  pre- 
liminary issue  is  raised  of  whether  the  shipowner  did 
fully  comply  with  the  statute.  In  1936,  Congress 
amended  Section  185  to  require  the  shipowner  to  file 
his  petition  for  limitation  of  liability  mthin  six  (6) 
months  after  the  filing  of  claims.    It  has  repeatedly 
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been  held  that  that  amendment  was  intended  to  cut 
down  and  not  to  enlarge  the  rights  of  the  shipotvner, 
(See  Petition  of  Goidandris,  supra;  Standard  Whole- 
sale P.  d^  A.  Works  v.  Travelers  Ins.  Co.,  supra.) 

It  is  therefore  clear  that,  if  the  shipowner  can 
claim  no  rights  imder  the  statute,  even  though  he  filed 
his  petition,  unless  he  also  complies  with  all  the  other 
requirements  of  the  statute,  he  cannot  claim  any  rights 
thereunder  at  the  time  when  he  has  not  even  filed  his 
petition  and  when,  for  all  that  appears,  he  does  not 
even  contemplate  filing  a  petition.  When  on  June  19, 
'^rode  purported  to  terminate  the  voyage,  it  not  only 
had  not  filed  any  petition  for  limitation  of  liability, 
hut  it  had  not  even  indicated  in  any  way  that  it  in- 
tended ever  to  do  so.  Under  the  circumstances,  it  can- 
not possibly  be  held  that  the  right  to  unilaterally 
terminate  the  voyage,  w^hich,  under  the  opinion  of 
this  Honorable  Court  is  a  new  right  given  to  the  ship- 
owner by  the  statute,  can  be  invoked  before  the  statute 
itself  has  been  invoked. 

The  situation  is  analogous  to  that  presented  under 
the  Bankruptcy  Act.  Let  us  assume  that,  on  June  19, 
Frode  was  in  effect  insolvent  and  would  have  been 
entitled  to  claim  the  benefit  of  the  Bankruptcy  Act  as 
of  that  date,  upon  surrender  of  its  assets  (the  ^^Frej") 
to  a  trustee  in  bankruptcy.  Let  us  further  assume 
that  instead  of  filing  a  petition  in  bankruptcy  on  June 
19,  Frode  elected  to  wait  until  July  26  and  to  file  it  on 
that  date.  It  is  of  course  clear  that  Frode  would 
have  to  surrender  its  assets  (the  ^^Frej'')  in  the  con- 
dition in  which  they  were  on  July  26  and  not  in  tlie 


12 

i 

condition  in  which  they  were  on  June  19.  Faihire  to 
surrender  its  assets  as  of  July  26,  would  result  in  a 
denial  by  the  Court  of  the  rights  to  which  Frode 
would  otherwise  be  entitled  under  the  Bankruptcy  Act. 

It  is  submitted  that  the  situation  is  exactly  the  same 
under  the  limitation  of  liability  statute  and  that,  just 
as  there  is  onl^  one  way  to  claim  the  benefits  of  the 
Bankruptcy  Act,  there  is  only  one  ivay  to  claim,  the 
benefits  of  the  limitation  of  liability  statute:  by  filing 
a  petition,  surrendering  the  vessel  or  posting  security 
and  othertvise  fully  complying  tvith  the  requirements 
of  the  statute.  Until  that  has  been  done,  none  of  the 
rights  which  are  given  the  shipowner  by  the  statute 
can  possibly  accrue. 

For  the  foregoing  reasons,  a  rehearing  should  be 
granted. 

Dated,  San  Francisco,  California, 
July  20, 1949. 

Respectfully  submitted, 

GrEORGE  H.  HaI  ERKEN, 

Hauerken  &  St.  Clair, 
Proctors  for  Appellant 
and  Petitioner, 


Certificate  of  Counsel. 

T  hereby  certify  that  I  am  of  counsel  for  appellant 
and  petitioner  in  the  above  entitled  cause  and  that  in 
my  judgment  the  foregoing  petition  for  a  rehearing  is 
well  founded  in  point  of  law  as  well  as  in  fact  and  that 
said  petition  for  a  rehearing  is  not  interposed  for 
delay. 

Dated,  San  Francisco,  California, 
July  20,  1949. 

George  H.  Hauerken, 

Of  Counsel  for  Appellant 
and  Petitioner. 
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No.  12,074 

IN  THE 


United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Rice  Growers  Association  of  California 

(a  corporation), 

Appellant, 

vs. 

Rederiaktiebolaget  Frode    (a  corpora- 
tion), Owner  of  the  Steamship  ^^Frej", 

Appellee. 


APPELLEE'S  PETITION  FOR  A  REHEARING. 


To  the  Honorable  William  Denman,  Presiding  Judge, 
and  to  the  Honorable  Associate  Judges  of  the 
United  States  Court  of  Appeals  for  the  Ninth 
Circuit: 

Rederiaktiebolaget  Frode  (a  corporation)  owner  of 
the  Steamship  ^^Frej"  and  appellee  in  the  above  en- 
titled cause,  Jiereby  respectfully  submits  this  its  peti- 
tion for  a  rehearing  respecting  this  Honorable  Court's 
determination  on  the  following  two  points: 

Point  I.  That  the  date  for  valuation  of  the 
limitation  of  liability  fund  was  June  19,  1947, 
rather  than  May  8,  1947;  and 


Point  II.  That  payments  by  cargo  aggregating 
$8,873.03  for  landing  fees,  manifest  fees,  handling 
and  wharfage  charges  should  be  included  in  the 
limitation  of  liability  fund  in  additon  to  ocean 
freight. 


POINT  I. 

Appellee  requests  rehearing  as  to  the  date  of  valua- 
tion solely  because  of  its  belief  that  this  Court  may 
have  inferred  that  the  appellee  considers  the  voyage 
of  the  *^Frej"  to  have  continued  until  June  19,  1947, 
(a)  by  reason  of  certain  references  in  appellee's  brief 
on  appeal  to  ^^termination  of  the  voyage  on  June  19, 
1947;''  and  (b)  by  reason  of  the  vessel's  retention  of 
the  cargo  subsequent  to  May  8,  1947. 

(a) 

Appellee's  position  consistently  throughout  the  pro- 
ceeding both  in  the  District  Court  and  in  this  Court 
has  been  that  the  voyage  of  the  ^^Frej"  was  auto- 
matically terminated  by  the  catastrophe  on  May  8, 
1947,  but  that  in  any  event  the  voyage  was  concluded 
by  appellee's  formal  abandonment  of  the  voyage  on 
June  19,  1947. 

Appellee's  position  is  fairly  stated  on  page  25  of 
its  brief  on  appeal : 

^^  Appellee  Frode  believes,  and  asserted  in  the 
District  Court,  that  the  voyage  of  the  ^Frej'  was 
automatically  terminated  by  reason  of  the  dam- 
ages and  stranding  resulting  from  the  fire  within 


3 


the  rule  recognized  by  this  Honorable  Court  in 
Boston  Murine  Insurance  Co,  v.  Metropolitan 
Redwood  Lumber  Co.,  197  F.  703  at  712,  in  which 
the  voyage  was  deemed  terminated  at  sea  by  the 
collision,  even  though  the  vessel  remained  afloat 
and  was  towed  into  port. 

^^  Since  the  voyage  was  automatically  termi- 
nated on  May  8,  1947,  by  the  disaster,  a  fortiori 
the  voyage  was  ended  when  formally  abandoned 
by  Frode  on  June  19,  1947." 

Appellee's  brief  dealt  at  greatest  length  with  the 
question  of  formal  abandonment.  It  was  only  appel- 
lee's fear  of  unnecessarily  cumbersome  draftsmanship 
that  caused  it  to  refrain  from  restating  its  belief  that 
the  voyage  was  terminated  on  May  8,  1947,  by  the 
catastrophe  with  each  of  its  references  to  the  defin- 
itively terminating  effect  of  the  formal  abandonment 
of  June  19,  1947. 

Appellee  has  been  consistent  in  its  position,  for 
example,  in  the  petition  for  limitation  of  liability  it 
was  clearly  stated  that  the  voyage  terminated  on  May 
8, 1947,  and  that  the  limitation  of  liability  fund  should 
be  determined  as  of  that  date  (Apostles  on  Appeal 
pp.  5,  8).  The  ad  interim  stipulation  for  value  pend- 
ing appraisement  likewise  recites  that  the  voyage 
terminated  on  May  8,  1947  (Apostles  on  Appeal  p. 
16).  The  amended  order  for  monition  fixing  time  and 
place  for  filing  claims  and  restraining  actions  con- 
tains,a  similar  recital  (Apostles  on  Appeal  p.  25).  In 
petitioner's  opening  brief  on  valuation  in  the  trial 
Court  Frode  urged  the  trial  Court  to  fix  the  limitation 


fund  as  of  May  8,  1947.    In  that  respect  in  the  **  Con- 
clusion" of  the  brief  it  is  stated  in  part: 
^^We  conclude  that: 

^'(1)  The  voyage  was  automatically  terminated 
on  the  occurrence  of  the  JSre,  which  commenced  on 
May  6,  1947,  because  the  circumstances  were  of 
sufficient  gravity  to  break  up  the  voyage; 

^^(2)  Even  if  incorrect  in  our  first  conclusion 
(with  which  we  are  satisfied),  alternatively  a  ship 
owner  has  the  power  at  any  time  or  place  to 
terminate  a  voyage,  irrespective  of  the  degree  of 
damage  to  the  vessel,  and  then  and  there  fix  the 
limitation  fund,  which  poiver  petitioner  exercised 
by  officially  and  formally  abandoning  the  voyage 
at  San  Francisco,  California,  on  June  19,  1947, 
and  this  is  the  latest  date  and  place  where  and 
when  the  vessel  is  to  be  valued  for  the  limitation 
fund." 

It  is  respectfully  submitted  that  appellee  has  at  no 
time  conceded  that  the  voyage  of  the  ^^Frej"  con- 
tinued beyond  May  8,  1947.  This  Court's  ruling  that 
appellee  was  entitled  to  terminate  the  voyage  on  June 
19,  1947,  is  fully  supported  by  the  principles  estab- 
lished in  previous  decisions  and  generally  recognized 
practice  in  limitation  of  liability  proceedings,  but  in 
no  way  conflicts  with  appellee's  position  that  the 
voyage  of  the  ^^F'rej"  was  in  fact  terminated  by  the 
catastrophe  on  May  8,  1947. 

(b) 

The  retention  of  the  cargo  by  the  ^^Frej"  after  May 
8,  1947,  is  no  indication  that  the  voyage  continued. 


The  vessel  had  incurred  heavy  expenses  of  a  general 
average  nature  and  was  entitled  to  retain  possession 
of  the  cargo  to  protect  its  lien  for  the  cargo's  contri- 
bution to  such  expenses,  particularly  since  at  no  time 
prior  to  June  19,  1947,  did  the  appellant  request  re- 
possession of  the  cargo  at  San  Francisco. 

In  this  connection  it  should  be  noted  that  it  has  long 
been  the  rule  in  this  Court  and  in  the  United  States 
Supreme  Court  that  for  limitation  of  liability  pur- 
poses the  value  of  the  vessel  must  be  taken  as  of  the 
time  that  it  suffers  a  catastrophe  such  as  to  terminate 
its  voyage. 

^^The  subsequent  history  of  the  wreck  can  only 
furnish  evidence  of  its  value  at  the  point  where 
the  disaster  terminated  the  voyage." 

The  City  of  Norwich,  118  U.S.  468  at  492; 
Pacific  Coast  Co.  v.  Reynolds,  114  Fed.  877  at 
881  (CCA  9,  1902). 

Tn  the  opinion  it  is  stated  in  part  that  Frode  "^  *  * 
elected  to  abandon  the  voyage  for  carrying  Growers' 
rice  stating  that  it  did  so  pursuant  to  bill  of  lading 
provisions  *  *  *"  and  also  ^^We  do  not  agree  that, 
having  the  right  then  to  refuse  to  continue  the  voyage, 
the  voyage  was  then  any  the  less  terminated  because 
another  reason,  rightfully  or  wrongly,  was  given  for 
such  action — a  question  we  do  not  decide".  To  be 
entirely  accurate  we  respectfully  call  to  this  Honor- 
^  able  Court's  attention  the  wording  of  the  notice  of 
abandonment  issued  by  Frode  on  June  19,  1947,  which 
recited  in  part  (Apostles  on  Appeal,  p.  51)  : 
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^^Frej  on  account  various  matters  including  hut 
not  being  limited  to  extraordinary  delays  and  ex- 
penses arising  as  a  result  of  May  6,  1947  fire  and 
acting  under  authority  of  applicable  bills  of  lading 
and  othertvise  owner  and  master  have  elected  to 
abandon  voyage 


*  *  *?? 


The  wording  of  the  notice  clearly  indicated  Frode  was 
not  limiting  itself  to  the  exercise  of  privileges  granted 
by  the  bill  of  lading  but  on  the  contrary  Frode  was 
asserting  all  rights  it  had  under  statute  law  as  well 
as  common  law  of  the  sea. 


POINT  II. 

Appellee  requests  a  rehearing  as  to  this  Court's 
determination  that  certain  charges  totaling  $8,873.03 
other  than  ocean  freight  should  be  included  in  freight 
for  limitation  of  liability  purposes  solely  because  of 
its  belief  that  this  Honorable  Court  inferred  that  such 
charges  were  treated  as  freight  by  the  parties  (a)  by 
reason  of  the  appearance  of  the  portion  of  the  bill  of 
lading  as  set  forth  on  page  7  of  this  Court's  opinion, 
or  (b)  by  reason  of  the  assumption  by  this  Court  that 
the  drafting  and  arrangement  of  the  writing  on  the 
face  of  the  bill  of  lading  was  prepared  by  the  ap- 
pellee, or  (c)  by  reason  of  appellee's  failure  to  prove 
conclusively  that  such  charges  are  not  charges  for 
services  by  appellee  to  the  cargo. 

The  portion  of  the  bill  of  lading  as  shown  on  page  6 
of  this  Court's  opinion  is  an  accurate  copy  of  the 


illustration  appearing  on  page  12  of  appellant's  reply 
brief,  but  is  not  an  accurate  copy  of  any  of  the  bills 
of  lading  in  question,  and  therefore  gives  an  erroneous 
impression.  The  word  '^Freight"  appearing  on  line 
1  of  page  6  does  not  appear  in  this  manner  on  any  of 
the  bills  of  lading.  As  it  actually  appears  on  the 
bills  of  lading,  it  is  apparent  that  it  is  intended  to 
refer  only  to  the  first  item,  i.e.,  that  of  ocean  freight. 
Likemse  an  additional  line  is  omitted  from  the  illus- 
tration, which  omission  radically  changes  the  impres- 
sion conveyed  by  the  phrase  '^Freight  to  be  Pre- 
pay/to Collect  ^^  An  inspection  of  the  form  of  bill 
of  lading  contained  in  the  original  record  mil  reveal 
that  the  phrase  ^'Freight  to  be  Prepaid/to  Collect" 
is  not  intended  to  be  descriptive  of  the  total  of  the 
charges.  A  correct  facsimilie  of  the  pertinent  por- 
tions of  the  bills  of  lading  in  question  is  set  forth 
herein  as  Appendix  "K^\ 

Any  inference  determinable  from  the  arrangement 
or  tabulation  of  the  charges  appearing  on  the  face  of 
the  bill  of  lading  should  be  construed  against  appel- 
lant and  not  against  appellee  since,  although  the 
forms  were  furnished  by  ,the  vessel's  agent,  the  forms 
were  filled  in  and  arranged  by  the  appellant's  freight 
forwarder  as  agent  for  appellant. 

The  failure  of  appellee  conclusively  to  convince  this 
Court  that  the  extra  charges  were  not  for  services  by 
the  vessel  to  the  cargo  does  not  and  should  not  result 
in  the  inclusion  of  such  items  in  the  limitation  fund 
where  such  items  do  not  represent  either  freight  or 


earnings  of  the  vessel  for  the  voyage.  Appellee's 
major  contention  in  this  regard  is  that  the  services 
for  which  the  changes  were  made  were  not  services  to 
be  performed  during  or  for  the  voyage. 

Dated,  San  Francisco, 
July  25,  1949. 

Respectfully  submitted, 

Clarence  G.  Morse, 
Graham  &  Morse, 
Proctors  for  Appellee. 


Certificate  of  Counsel. 

I  hereby  certify  that  I  am  of  counsel  for  appellee 
and  petitioner  in  the  above  entitled  cause  and  that  in 
my  judgment  the  foregoing  petition  for  a  rehearing  is 
well  founded  in  point  of  law  as  well  as  in  fact  and 
that  said  petition  for  a  rehearing  is  not  interposed  for 
delay. 

Dated,  San  Francisco, 
July  25,  1949. 

Clarence  G.  Morse, 

Of  Counsel  for  Appellee 
and  Petitioner. 


(Appendix  '*A"  Follows) 
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No.  12,076 
IN  THE 

United  States  Court  of  Appeals 

FOR  THE  NINTH  CIRCUIT 

Ray  Berg, 

Appellant, 
vs. 

United  States  of  America, 

Appellee. 


APPELLEE'S  BRIEF. 


I. 
Judicial  Statement. 

The  offense  in  this  case  was  charged  in  the  information 
pursuant  to  the  provisions  of  Title  49,  Section  20(7)  (b), 
of  the  United  States  Code.  The  District  Court  had  juris- 
diction of  the  cause  under  said  Title  49,  Section  20(7)  (b) 
and  Title  28,  Section  28  of  the  United  States  Code,  in 
effect  at  that  time,  which  conferred  on  the  District  Courts 
original  jurisdiction  ''of  all  crimes  and  offenses  cognizable 
under  the  authority  of  the  United  States." 

The  offenses  charged  were  committed  in  the  City  of 
San  Diego,  State  of  California.  On  April  28,  1947,  the 
appellant  appeared  before  the  District  Court  for  the  South- 
ern Division  of  the  Southern  District  of  California,  for 
arraignment  and  plea.  Judgment  was  entered  on  May 
1,  1947. 

Thereafter,  under  date  of  April  23,  1948,  the  appel- 
lant in  propria  persona  filed  a  motion  to  correct  the  judg- 
ment and  sentence.     By  order  of  the  District  Court,  pur- 
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suant  to  a  Waiver  of  \'enue  and  Petition  by  appellant, 
the  matter  was  transferred  from  the  Southern  Division 
to  the  Central  Division  of  the  Southern  District  of  Cali- 
fornia. On  October  14,  1948,  an  order  was  entered  by 
the  District  Court  denying  the  said  motion.  Notice  of 
appeal  was  filed  on  October  6,  1948,  and  an  Amended 
Notice  of  Appeal  was  filed  on  October  21,  1948.  I 

This  Court  has  jurisdiction  under  the  provisions  of  Title 
28,  Section  1291  of  the  United  States  Code. 

Statute  Involved.  ■ 

Section  20(7)  (b)  of  Title  49  provides: 

''Any  person  who  shall  knowingly  and  willfully 
make,  cause  to  be  made,  or  participate  in  the  mak- 
ing of,  any  false  entry  in  any  annual  or  other  report 
required  under  this  section  to  be  filed,  or  in  the  ac- 
counts of  any  book  of  accounts  or  in  any  records 
or  memoranda  kept  by  a  carrier,  or  required  under 
this  section  to  be  kept  by  a  lessor  or  other  person, 
or  who  shall  knowingly  and  willfully  destroy,  muti- 
late, alter,  or  by  any  other  means  or  device  falsify 
the  record  of  any  such  accounts,  records,  or  memo- 
randa, or  who  shall  knowingly  and  willfully  neglect 
or  fail  to  make  full,  true,  and  correct  entries  in  such 
accounts,  records,  or  memoranda  of  all  facts  and 
transactions  appertaining  to  the  business  of  the  car- 
rier, lessor,  or  person,  or  shall  knowingly  and  will- 
fully keep  any  accounts,  records,  or  memoranda  con- 
trary to  the  rules,  regulations,  or  orders  of  the  Com- 
mission with  respect  thereto,  or  shall  knowingly  or 
willfully  file  with  the  Commission  any  false  report 
or  other  document,  shall  be  deemed  guilty  of  a  mis- 
demeanor  and   shall  be   subject,  upon  conviction   in 


any  court  of  the  United  States  of  competent  jurisdic- 
tion to  a  fine  of  not  more  than  five  thousand  dollars 
or  imprisonment  for  not  more  than  two  years,  or  both 
such  fine  and  imprisonment:  Provided,  That  the 
Commission  may  in  its  discretion  issue  orders  specify- 
ing such  operating,  accounting,  or  financial  papers, 
records,  books,  blanks,  tickets,  stubs,  correspondence, 
or  documents  or  such  carriers,  lessors,  or  other  per- 
sons as  may,  after  a  reasonable  time,  be  destroyed, 
and  prescribing  the  length  of  time  the  same  shall  be 
preserved/' 

III. 

Questions  Involved  in  the  Appeal. 

Appellant  is  appearing  m  propria  persona.  It  is  dif- 
ficult to  determine  from  his  brief  exactly  all  of  the  points 
he  is  attempting  to  make.  It  appears  to  the  writer  of  this 
brief  that  the  questions  involved  in  the  appeal  are: 

(1)  Is  the  defense  of  double  jeopardy  available  to 
the  appellant? 

(2)  Does  the  information,  which  contains  seven  counts, 
in  fact  plead  one  offense,  or  does  it  plead  separate  of- 
fenses subject  to  consecutive  penalties/ 

(3)  Does  each  of  the  counts  of  the  information  allege 
a  public  offense? 

(4)  Did  the  Court  impose  an  excessive  penalty? 


^Appellant  was  sentenced  to  two  years'  imprisonment  on  Counts 
1,  2,  3,  and  4,  each  of  such  terms  to  run  consecutively  to  the  other. 
Upon  Count  5  he  was  sentenced  to  a  two-year  term  to  run  con- 
currently with  Count  1.  Upon  Count  6  he  was  sentenced  to  a 
two-year  term  to  run  concurrently  with  Count  2.  Upon  Count  7 
he  was  sentenced  to  a  two-year  term  to  be  served  at  the  expiration 
of  sentence  on  Count  4.  The  service  of  this  sentence  as  to  Count 
7  was  suspended  and  it  was  ordered  that  appellant  be  placed  upon 
probation,  the  period  of  probation  to  commence  upon  expiration  of 
the  sentence  to  be  served  as  the  penalty  for  Count  4. 


IV. 

Appellant  Has  Not  Been  Placed  in  Double  Jeopardy. 

It  is  true  as  asserted  on  pages  1  and  2  of  appellant's 
brief  that  he  entered  pleas  of  guilty  in  the  Superior 
Court  of  the  State  of  California  in  and  for  the  County  of 
San  Diego,  to  three  counts  of  grand  theft.  The  money 
stolen  and  involved  in  the  three  thefts  for  which  he  was 
prosecuted  in  the  State  Court  was  in  each  instance  money 
the  theft  of  which  was  concealed  by  the  false  entries 
pleaded  in  the  information  in  this  case. 

It  appears  that  appellant  may  be  asserting  that  he  has 
been  placed  in  "double  jeopardy"  because  of  the  prosecu- 
tion by  both  State  and  Federal  Governments  for  the  same 
act  and  series  of  acts.  However,  it  is  well  established 
that  the  same  act,  or  series  of  acts,  may  constitute  an 
offense  against  both  the  State  and  Federal  Governments 
and  draw  to  its  commission  the  penalties  set  forth  by  each 
as  appropriate  punishment.^ 


^Assuming,  for  discussion,  that  it  was  the  same  act  here  which 
was  the  basis  of  both  State  and  Federal  prosecutions,  this  objec- 
tion does  not  raise  the  question  of  jurisdiction  of  the  Court  as 
suggested  by  appellant,  but  is  a  personal  privilege  which  can  be 
waived.  Brady  v.  U.  S.,  24  F.  2d  399  (C.  C.  A.  8),  1928.  It 
appears  that  the  appellant  herein  waived  the  privilege,  if  any,  by 
his  pleas  of  guilty  to  all  counts  in  the  information  and  his  failure 
to  raise  the  question  at  that  time. 

Even  so,  in  U.  S.  v.  Lanza,  260  U.  S.  Z77 ,  the  Court  discussed 
this  matter  fully  and  stated : 

"It  follows  that  an  act  denounced  as  a  crime  by  both  na- 
tional and  state  sovereignties  is  an  offense  against  the  peace 
and  dignity  of  both  and  may  be  punished  by  each.  The  Fifth 
Amendment,  like  all  the  other  guaranties  in  the  first  eight 
amendments,  applies  only  to  proceedings  hy  the  Federal  Gov- 
ernment, Barron  v.  Baltimore.  7  Pet.  243,  and  the  double 
jeopardy  therein   forbidden  is  a  second  prosecution  under  au- 
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V. 

Each  of  the   Counts  of  the   Information   Charged   a 

Separate  and  Distinct  Offense. 

The  appellant  alleges  that  each  of  the  seven  counts  of 
the  information  with  which  he  was  charged  was  predicated 
upon  one  typewritten  report  of  cash  items  and  there  be- 
ing but  one  report,  he  could  be  charged  with  but  one  count, 
and  that  the  Court  committed  error  in  sentencing  appellant 
upon  more  than  one  count.  It  appears  that  appellant  is 
including  in  his  brief  material  in  regard  to  office  proce- 
dure which  cannot  be  considered  by  this  Court  on  appeal 
as  it  is  not  supported  by  the  record.  Since  appellant 
pleaded  guilty  to  all  counts  in  the  information,  the  Court 


thority  of  the  Federal  Government  after  a  first  trial  for  the 
same  offense  under  the  same  authority." 

The  Court  went  on  to  quote  with  approval  language  used  in 
Southern  Railway  Company  v.  Railroad  Commission  of  Indiana, 
at  page  445 : 

''In  support  of  this  position  numerous  cases  are  cited,  which 
like  Cross  v.  North  Carolina,  132  U.  S.  131,  hold  that  the 
same  act  may  constitute  a  criminal  offense  against  two  sov- 
ereignties, and  that  punishment  by  one  does  not  prevent  pun- 
ishment by  the  other.  That  doctrine  is  thoroughly  estab- 
lisehd." 

The  Court  concluded  its  opinion  by  stating  that : 

"But  it  is  not  for  us  to  discuss  the  wisdom  of  legislation, 
it  is  enough  for  us  to  hold  that,  in  the  absence  of  special 
provision  by  Congress,  conviction  and  punishment  in  a  state 
court  under  a  state  law  for  making,  transporting  and  selling 
intoxicating  liquors  is  not  a  bar  to  a  prosecution  in  a  court 
of  the  United  States  under  the  federal  law  for  the  same  acts." 

See  also  Hudspeth  v.  Melville,  127  F.  2d  373. 

It  appears  that  Congress  has  made  no  provision  to  bar  prosecu- 
tion by  the  Federal  Courts  for  the  acts  involved  herein  after  pun- 
ishment by  the  State  for  a  violation  of  state  law  arising  out  of  the 
same  acts. 


did  not  admit  evidence  as  to  the  details  of  the  crimes  com- 
mitted. 

See  Morris  v.  District  of  Columbia,  124  F.  2d  284 
(1941),  which  holds  that  extra-record  evidence  referred 
to  in  the  briefs  will  not  be  considered  on  appeal. 

The  appellant  again  has  not  cited  any  case  construing 
Title  49,  U.  S.  C.  Sec.  20(7)  (b),  the  statute  under  which 
he  was  indicted.  In  fact,  there  does  not  appear  to  be 
any  reported  case  dealing  with  this  point  under  the  statute. 
However,  the  provisions  of  Title  12,  U.  S.  C.  592,  are  so 
similar  to  those  of  the  statute  involved  in  this  case  that 
the  analogy  is  directly  in  point. 

The  Circuit  Court  of  Appeals  for  this  circuit  in  Bower 

V.   United  States,  296  Fed.   694,  held  as   follows    (Cert. 

Den.  in  266  U.  S.  601): 

"The  statute  prohibits  the  making  of  any  false  en- 
try, not  the  making  of  a  false  report,  and  each  such 
entry  constitutes  a  separate  and  distinct  crime,  even 
though  the  several  entries  are  made  on  the  same  day 
and  contained  in  the  same  statement  or  report." 

In  Morse  v.  United  States,  174  Fed.  539,  the  Court,  at 

page  552,  said : 

"Every  entry,  therefore,  in  the  books  and  docu- 
ments, which  asserted  that  on  the  day  named  Miss 
Wilson  borrowed  the  sum  named  from  the  bank,  and 
every  entry  which  undertook  to  enumerate  the  prop- 
erty belonging  to  the  bank,  and  omitted  the  shares 
of  this  stock  bought  on  that  day,  is  a  false  entry, 
because  it  represented  as  an  actual  occurrence  one 
which  did  not  exist,  or  was  false  in  a  material  part." 
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United  States  v.  Adams,  281  U.  S.  202,  cited  by  the  de- 
fendant can  be  distinguished  from  the  present  case.  In 
the  Adams  case,  each  of  the  entries,  though  in  different 
books,  related  to  the  same  transaction.  In  the  instant  case 
six  of  the  entries  were  made  in  the  same  report,  each  entry 
relating  to  a  different  transaction,  and  the  seventh  entry 
was  placed  in  a  different  portion  of  the  records  of  the 
carrier  and  related  to  a  different  matter.  In  the  Adams 
case  at  page  204,  the  Court  said: 

''The  two  entries  and  reference  to  the  same  trans- 
actions, w^re  based  upon  the  same  draft  and  were 
the  related  means  of  accomplishing  a  single  fraud 
*  "^  *.  But  we  think  that  it  cannot  have  been 
contemplated  that  the  mere  multiplication  of  entries 
all  to  the  same  point  and  with  a  single  intent  should 
multiply  the  punishment  in  proportion  to  the  com- 
plexity of  the  bookkeeping/'     (Italics  supplied.) 

United  States  v.  Dalby,  289  U.  S.  224,  which  held  that 
the  crime  of  making  false  entries  by  a  national  bank  of- 
ficer with  intent  to  defraud,  includes  any  entry  on  the 
bank's  books  which  is  made  to  represent  what  is  not  true 
with  intent  either  to  deceive  its  offxers  or  to  defraud  the 
association.  To  the  same  general  effect  are  Agnew  v. 
United  States,  165  U.  S.  Z6\  United  States  v.  Wilson,  176 
Fed.  806,  and  United  States  v.  Mulloney,  5  Fed.  Supp.  77. 

In  Bozel  v.  United  States,  139  F.  2d  153,  an  analogous 

situation  is  found.     The  Court  stated  at  page  155: 

'The  test  for  determining  whether  the  offenses 
charged  in  one  or  more  counts  of  an  indictment  are 
identical  is  whether  the  facts  alleged  in  one,  if  of- 


fered  in  support  of  the  other  would  sustain  a  convic- 
tion. *  *  *  Where  one  count  requires  proof 
of  a  fact  which  the  other  does  not,  the  offenses 
charged  are  not  identical." 

The  Court  went  on  to  say  at  page  156: 

''The  proof  of  the  mailing  of  the  letter  to  the  cor- 
poration named  in  the  first  count  would  not  sustain 
a  conviction  on  the  second  count,  and  vice  versa  the 
mailing  of  the  letter  to  the  corporation  named  in  the 
second  count  would  not  sustain  a  conviction  on  the 
first  count.  The  gist  of  the  offense  under  the  statute 
in  question  is  the  mailing  of  a  letter  in  the  execu- 
tion of  the  scheme  to  defraud.  The  mailing  and  the 
letter  itself  constitute  the  corpus  delicti.  The  statute 
forbids  not  the  general  use  of  the  post  office  for  the 
purpose  of  carrying  out  a  fraudulent  scheme  or  de- 
vice, but  the  depositing  in  the  post  office  of  a  letter 
or  the  removal  of  a  letter  from  the  post  office  in  fur- 
therance of  a  fraudulent  scheme.  Each  letter  so  re- 
moved and  each  letter  so  deposited  is  a  separate  and 
distinct  violation  of  the  statute.  *  *  *".  (Italics 
supplied.) 

Appellant  cites  on  the  same  proposition  of  law  Krench 

V,  United  States,  42  F.  2d  354,  in  which  the  Circuit  Court 

held: 

"*  *  *  although  it  is  competent  for  Congress 
to  create  separate  and  distinct  offenses  growing  out 
of  the  same  transaction,  where  it  is  necessary  in  prov- 
ing one  offense  to  prove  every  essential  element  of 
another  growing  out  of  the  same  act,  a  conviction  of 
the  former  is  a  bar  to  a  prosecution   for  the  latter 


In  the  case  involved  herein  proof  of  the  writing  of  one 
entry  relating  to  a  certain  transaction  could  not  be  used 
to  prove  the  writing  of  another  entry  relating  to  a  differ- 
ent transaction. 

Appellant  further  cited  Mimson  v.  McClaughry,  198 
Fed.  72,  in  support  of  his  contentions.  However,  in  Hos- 
tetter  v.  United  States,  16  F.  2d  921,  at  page  923,  the 
Court  stated: 

''*  *  "^  the  United  States  Supreme  Court,  in  the 
case  of  Morgan  v.  Devine,  237  U.  S.  632,  at  page 
640,  et  seq,  disapproved  the  case  of  Munson  v.  Mc- 
Clattghry,  and  we  think  both  the  McClaughry  cases 
in  effect  overruled." 

In  Morgan  v.  Devine,  2Z7  U.  S.  632,  the  United  States 
Supreme  Court  stated,  at  page  640: 

''But  the  test  is  not  whether  the  criminal  intent 
is  one  and  the  same  and  inspiring  the  whole  trans- 
action, but  whether  separate  acts  have  been  com- 
mitted with  the  requisite  criminal  intent  and  are  such 
as  are  made  punishable  by  the  act  of  Congress.'' 

Appellant  further  contends  that  the  cash  items  statement 
is  "nothing  more  than  a  memoranda  written  on  an  ordi- 
nary piece  of  plain  white  paper  which  supports  the  figure 
as  entered  on  the  'company  monthly  balance  sheet,  pas- 
senger account.' "  However,  in  Kennedy  v.  United 
States,  275  Fed.  182,  C.  C.  A.  4th,  1931,  memoranda  kept 
by  the  car  clerk  of  a  railroad  company  and  devised  by 
him  as  a  part  of  the  system  of  his  office  were  held  to  be 
records  or  memoranda  of  the  carrier. 
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VI. 

Each  of  the  Counts  of  the  Information  Alleges  a 
Public  Offense. 

Appellant  is  attempting  to  secure  a  de  novo  considera- 
tion of  matters  which  were  not  urged  upon  the  trial  court 
and  which  are  not  supported  in  any  way  by  the  record. 
He  states  in  substance  that  the  statute  under  which  he 
was  indicted  was  enacted  to  protect  the  shipper  and  traveller 
and  since  no  shipper  or  traveller  suffered  any  loss  as  a 
result  of  his  peculation,  there  was  no  violation  of  the  stat- 
ute by  appellant.  However,  as  stated  before,  the  appel- 
lant entered  pleas  of  guilty  to  the  charges  in  the  informa- 
tion and  therefore  there  is  nothing  in  the  record  before 
this  Court  supporting  the  facts  set  forth  by  appellant  in 
his  brief  as  to  whether  or  not  ( 1 )  the  Commerce  Commis- 
sion would  have  received  any  complaint  from  any  travellers 
or  shippers,  (2)  no  traveler  lost  any  service  by  the  pecu- 
lations, (3)  all  services  were  paid  for  at  the  tariff  rate 
as  set  by  the  Interstate  Commerce  Commission  (4)  proper 
entries  were  made  and  recorded  as  to  the  amount  paid  for 
the  service  for  each  traveller  and  shipper.  It  is  true  that 
the  appellant  here  is  proceeding  in  this  appeal  in  forma 
pauperis  and  therefore  should  be  extended  every  considera- 
tion. However,  the  appellant  cannot  expect  this  Court 
to  consider  matters  alleged  in  his  brief  but  not  apparent 
in  the  record. 

Morris  v.  District  of  Columbia,  supra: 
Beach  v.  U.  S.,  149  F.  2d  837  (1945). 

Further,  the  very  words  quoted  by  appellant  in  support 
of  his  contention  from  the  U.  S.  v.  Fruit  Growers  Ex- 
press Co.,  279  U.  S.  363,  reveal  that  ''the  general  object 
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of  the  statute  was  to  require  that  common  carriers  should 
keep  rehable  records  of  the  receipt  and  expenditures  of 
and  for  each  shipment  which  was  the  subject  of  trans- 
portation/' Although  the  Act  may  have  been  intended  to 
be  an  ultimate  protection  for  the  shippers,  the  general  ob- 
ject of  the  statute  was  a  requirement  that  common  carriers 
should  keep  reliable  records. 

In  Kennedy  v.  U.  S.,  supra,  at  page  183,  the  Court 
stated  : 

"The  statute  evidently  was  framed  to  accomplish 
two  distinct  purposes:  First,  that  all  accounts,  rec- 
ords, and  memoranda  of  the  carrier,  whether  pre- 
scribed by  the  Commission  or  not,  should  be  true 
and  correct;  second,  to  secure  uniformity  and  pre- 
vent secret  dealing,  that  the  accounts,  records,  and 
memoranda  prescribed  by  the  Commission  should  be 
used  exclusively." 

This  contention  does  not  raise  a  question  of  jurisdiction 
as  in  Knezvel  v.  Eg  an,  268  U.  S.  442,  at  446,  the  Court 
stated  as  follows: 

''It  is  fundamental  that  a  court  upo  nwhich  is  con- 
ferred jurisdiction  to  try  an  offense  has  jurisdiction 
to  determine  whether  or  not  that  offense  is  charged 
or  proved." 

This  excerpt  was  quoted  with  approval  in  Bute  v.  King, 
137  F.  2d  495,  at  500,  C.  C.  A.  8,  1943. 

Further,  a  motion  for  correction  of  a  sentence  may  not 
be  resorted  to  for  the  correction  of  errors  of  law  which 
do  not  vitiate  the  judgment. 

Bozel  V.  U.  S.,  supra. 


—12— 

VII. 

This  Court  Does  Not  Have  Power  to  Modify  the 
Sentences  Imposed. 

Appellant  seeks  to  obtain  a  review  by  this  Court  of  the 
penalties  which  were  imposed.  He  does  not  contend  that 
the  penalties  imposed  are  greater  than  those  permitted 
by  statute  but  that  the  penalties  are  unduly  severe  and 
that  the  court  should  not  have  considered  the  amount  of 
the  money  involved  in  the  peculations. 

In  U.  S.  V.  Minuse,  142  F.  2d  388,  at  390,  C.  C.  A.  2, 
1944,  the  appellants  objected  that  the  sentences  imposed 
were  unduly  harsh.  The  court  held  that  where  the 
sentences  imposed  were  permitted  by  statute,  the  Circuit 
Court  of  Appeals  could  not  review  the  sentences  on  this 
ground. 

Conclusion. 

It  is  respectfully  submitted  that  the  appeal  is  without 
merit  and  that  the  judgment  of  the  District  Court  should 
be  affirmed. 

Respectfully  submitted, 

James  M.  Carter, 

United  States  Attorney, 

Ernest  A.  Tolin, 

Chief  As  St.   U.  S.  Attorney, 

Norman    W.    Neukom, 
Asst.  U.  S.  Attorney, 

Chief  of  Criminal  Division, 

Leila  F.  Bulgrin, 
Asst.   U.   S.  Attorney, 

Attorneys  for  Appellee. 
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Docket  No.  12515 
WALTER  TREPTE, 


Petitioner, 


vs. 


COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

Docket  No.  12516 

MARGARET  TREPTE, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DOCKET  ENTRIES 

1946 

Nov.  18 — Petition  received  and  filed.  Taxpayer  noti- 
fied. Fee  paid. 

Nov.  18 — Copy  of  petition  served  on  General  Coun- 
sel. 


2  Walter  Trepte  and  Margaret  Trepte  vs. 

1946 

Nov.  18 — Request  for  Circuit  hearing  in  Los  Angeles, 
Calif.,  filed  by  taxpayer. 

Dec.  31 — Answer  filed  by  General  Counsel. 

1947 

Jan.  3 — Copy  of  answer  served  on  taxpayer,  Los 
Angeles,  California. 

Jan.  22 — Copy  of  answer  served  on  taxpayer,  Los 
Angeles,  California.  (Revised  notice  as  to 
address). 

Sep.  30 — Hearing  set  Dec.  1, 1947,  Los  Angeles,  Cali- 
fornia. 

Dec.  1-2 — Hearing  had  before  Judge  Disney  on 
merits.  Motion  of  counsel  to  consolidate 
granted.  Stipulation  as  to  the  facts  and  ap- 
pearance of  William  D.  Morrison  as  coun- 
sel filed.  Motion  to  consolidate  filed  and 
copies  served.  Briefs  due  1/20/48.  Replies 
due  2/20/48. 

Dec.  19 — Transcript  of  hearing  12/1/47  filed. 

Dec.  19— Transcript  of  hearing  12/2/47  filed. 

1948 

Jan.  16 — Motion  for  extension  to  2/23/48  to  file 
brief  filed  by  taxpayer.  1/16/48  Granted 
both  parties  to  2/10/48. 

Jan.  20 — Brief  filed  by  General  Counsel. 

Feb.    9 — Brief  filed  by  taxpayer. 

Mar.    9 — Reply  brief  filed  by  General  Counsel. 

Mar.  10 — Reply  brief  filed  by  taxpayer.  Copy  served. 

May  28 — Memorandum  findings  of  fact  and  opinion 
rendered,  Judge  Disney.  Decision  will  be 
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1948 


entered  for  the  respondent.  5/28/48  Copy 
served. 

May  28— Decision  entered,  Judge  Disney,  Div.  14. 

June  25 — Motion  to  vacate  decision  and  for  rehear- 
ing and  reconsideration  or  revision  of  de- 
cision filed  by  taxpayer. 

June  28 — Motion  filed  June  25,  1948,  denied. 

Aug.  23 — Petition  for  review  by  U.  S.  Court  of  Ap- 
peals for  the  Ninth  Circuit  with  assign- 
ments of  error  filed  by  taxpayer. 

Aug.  23 — Proof  of  service  filed.  [1*] 

1948 

Oct.  4 — Copy  of  joint  motion,  affidavit  in  support 
of  motion  and  certified  copy  of  order  from 
the  U.  S.  Court  of  Appeals  for  the  Ninth 
Circuit  re  consolidation  of  Dockets  12515 
and  12516  and  transmission  of  petitioner's 
original  exhibits  1  and  4  thru  16  and  21; 
respondent's  original  exhibits  G  thru  L 
and  joint  original  exhibits  2- A,  3-A,  17-C, 
18-D,  19-E  and  20-F  fifteen  days  prior  to 
the  hearing  and  extension  to  Nov.  16, 1948, 
to  file  record  on  review  filed. 

Oct.  11 — Designation  of  record  filed  by  taxpayer 
with  acknowledgment  of  service  thereon. 


♦  Page   Diimbering  appearing   at   foot   of   page   of   original 
certified  Transcript  of  Record. 


4  Walter  Trepte  and  Margaret  Trepte  vs. 

The  Tax  Court  of  the  United  States 
Docket  No.  12515 

WALTER  TREPTE, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PETITION 

The  above  named  petitioner  hereby  petitions  for  a 
redetermination  of  the  deficiency  set  forth  by  the 
Commissoner  of  Internal  Revenue  in  his  notice  of 
deficiency,  Los  Angeles  Division,  LA  :IT  :90D  :LHP, 
dated  August  23,  1946,  and  as  basis  of  his  proceed- 
ings alleges  as  follows : 

1.  The  petitioner,  Walter  Trepte,  is  an  individual 
with  principal  office  at  2001  Kettner  Boulevard,  San 
Diego  1,  California.  The  returns  for  the  period  here- 
in involved  were  filed  with  the  Collector  for  the 
Sixth  District  of  California. 

2.  The  notice  of  deficiency  (a  copy  of  which,  to- 
gether with  statement  accompanying  same,  is  at- 
tached hereto,  marked  Exhibit  ^^  A"  and  made  a  part 
hereof),  [5]  was  mailed  to  the  petitioner  on  Augusi 
23,  1946. 

3.  The  taxes  in  controversy  are  individual  income 
and  victory  taxes  for  the  calendar  years  1942,  and 
1943,  and  in  the  amount  of  $23,183.84. 

4.  The  determination  of  tax  set  forth  in  the  said 
notice  of  deficiency  is  based  upon  the  following 
errors : 
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(a)  The  Commissioner  erroneously  held: 

1.  The  Trepte  Construction  Company  co-partner- 
ship to  be  ineffective  as  a  partnership  for  income  tax 
purposes ; 

2.  The  assignment  duly  made  by  the  petitioner  of 
all  of  his  assets,  property,  business,  and  income  in 
and  to  the  Grolden  &  Trepte  Construction  Company, 
to  the  Trepte  Construction  Company  to  be  ineffec- 
tive; 

3.  The  Partnership  Returns  of  Income  for  the 
calendar  years  1942,  and  1943,  of  the  Trepte  Con- 
struction Company  to  be  ineffective ; 

4.  The  income  of  the  Trepte  Construction  Com- 
pany and  the  Golden  &  Trepte  Construction  Com- 
pany to  be  the  commimity  property  income  of  the 
petitioner  and  the  petitioner's  wife,  Margaret 
Trepte ;  and 

5.  The  petitioner's  two  sons,  Walter  B.  Trepte, 
and  Albert  Eugene  Trepte,  did  not  participate  [6] 
for  income  tax  purposes  in  the  income  of  the  Trepte 
Construction  Company. 

(b)  In  determining  the  taxable  net  income  of  the 
petitioner  for  the  calendar  years  1942,  and  1943,  the 
Commissioner  erroneously  included  as  income  sub- 
ject to  tax  the  following  items: 

(1)  Taxable  Year  Ended  December  31,  1942 

ADDITIONAL  INCOME: 

(a)  Business  income  $  14,653.68 

(b)  Partnership  income  increased  12,484.31 

Total  additional  income $  27,137.99 
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EXPLANATION  OF  ITEMS 
(As  shown  in  Statement  Exhibit  '*A'') 

*'(a)  The  net  business  income  of  the  Trepte  Construction 
Company  has  been  determined  in  the  amount  of  $29,307.36,  com- 
puted as  follows,  your  community  half  of  which,  or  $14,653.68, 
is  added  to  your  income  for  the  reason  previously  given: 

Net  income  as  reported  by  Trepte  Construction 

Company  $176,415.67 

Less:  Income  of  Golden  &  Trepte  Construction  Co. 

included  therein  146,613.31 


Operating  income $  29,802.36 

Less :  Salary  paid  to  Walter  B.  Trepte 495.00 


Business  income  adjusted $  29,307.36 

Your  community  half  of  business  income 14,653.68 

(b)  In  your  return  you  reported  partnership  income  in  the 
amount  of  $60,822.35.  As  the  result  of  the  foregoing  adjustment, 
your  partnership  income  has  been  determined  in  the  amount  of 
$73,306.66.  The  increase,  or  $12,484.31,  is  accordingly  added  [7] 
to  your  income. 

Your  distributive  share  of  the  ordinary  net  income 

of  Golden  &  Trepte  Construction  Company $146,613.31 

Your  community  share  (Vz  of  $146,613.31) 73,306.66 

Partnership  income  reported 60,822.35 


Partnership  income  increased $  12,484.31"; 

(2)  Taxable  Year  Ended  December  31,  1943 

Income  Tax  Victory  Tax 

ADDITIONAL  INCOME :                  Net  Income  Net  Income 

(a)  Net  gain  from  the  sale  of 

capital  assets  increased $        190.96  $           0.00 

(b)  Business  income  8,126.57  8,126.57 

(c)  Partnership  income  increased       5,155.51  5,155.51 


Total  additional  income $  13,473.04        $  13,282.08 
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EXPLANATION  OF  ITEMS 
(As  shown  in  Statement  Exhibit  '^A") 

"(a)  Net  gain  from  the  sale  of  capital  assets,  reported  in 
your  return  in  the  amount  of  $1,048.70,  is  increased  by  $190.96 
as  shown  in  the  following  computation: 

Net  long-term  capital  gain  realized  from  the  sale  of 

equipment  by  the  Trepte  Construction  Co $1,550.01 

Your  community  half  of  the  above  gain 775.01 

Net  long-term  gain  from  the  sale  of  stock,  as  shown  in 
your  return 150.00 


Total  net  long-term  capital  gain $    925.01 

Net  short-term  capital  gain  from  the  sale  of  land,  as 

shown  in  your  return 314.65 


Net  gain  from  the  sale  of  capital  assets,  adjusted $1,239.66 

Amount  reported  in  your  return 1.048.70 


Net  gain  from  the  sale  of  capital  assets,  increased $    190.96 

The  increase,  or  $190.96,  is  accordingly  added  to  your  income. 

(b)  The  net  business  income  of  the  Trepte  Construction  Com- 
pany has  been  determined  in  the  amount  of  $16,253.14,  computed 
as  follows,  your  community  half  of  which,  or  $8,126.57,  is  added 
to  your  income  for  the  reason  previously  given : 

Net  income  as  reported  by  Trepte  Construction  Co $118,030.00 

Less:  Income  of  Golden  &  Trepte  Construction  Co. 

included  therein $  99,246.86 


Operating  profit $  18,783.14 

Less:  Salary  paid  to  Walter  B.  Trepte 2,530.00 


Business  income  adjusted $  16,253.14 

Your  community  half  of  business  income $     8,126.57 

(c)  In  your  return  you  reported  partnership  income  in  the 
amount  of  $44,467.92.  As  the  result  of  the  foregoing  adjustment, 
your  partnership  income  has  been  determined  in  the  amount  of 
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$49,623.43.  The  increase,  or  $5,155.51,  is  accordingly  added  to 
your  income. 

Your  distributive  share  of  the  ordinary  net  income  of 

Golden  &  Trepte  Construction  Company $99,246.86 

Your  community  share  {Vi  of  $99,246.86) 49,623.43 

Partnership  income  reported  44,467.92 

Partnership  income  increased $  5,155.51" 

(c)  The  Commissioner  erroneously  determined  a 
deficiency  of  income  and  victory  tax  of  the  petitioner 
[9]  for  the  year  1943  of  $23,183.84,  based  on  a  total 
additional  income  for  the  taxable  year  ended  De- 
cember 31,  1942,  of  $27,137.99;  a  total  additional  net 
income  for  income  tax  purposes  of  $13,473.03,  and  a 
total  additional  net  income  for  victory  tax  purposes 
of  $13,282.08,  for  the  taxable  year  ended  December 
31,  1943;  as  set  out  in  paragraphs  (1)  and  (2)  above, 
and  also  shown  in  statement  attached  hereto,  marked 
Exhibit  *^A",  and  made  a  part  hereof. 

(d)  The  Commissioner  erroneously  included  as 
community  property  taxable  income  of  the  petition- 
er and  his  wife,  Margaret  Trepte,  the  income  of  the 
Trepte  Construction  Company,  a  partnership,  ex- 
chisive  of  the  income  derived  from  the  Golden  & 
Trepte  Construction  Company,  which  income  has 
been  properly  returned  as  income  in  the  Partner- 
ship Return  of  Income  of  the  Trepte  Construction 
Company  for  the  calendar  years  1942,  and  1943, 
and  by  the  erroneous  inclusion  of  this  income  by 
the  Commissioner,  it  increased  the  taxable  income 
of  the  petitioner  the  sirni  of  $14,653.68,  for  the  cal- 
endar year  1942,  and  $8,126.57,  for  income  and  vic- 
tory tax  purposes  for  the  calendar  year  1943. 
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(e)  The  Commissioner  erroneously  included  as 
community  property  taxable  income  of  the  petitioner 
and  his  wife,  Margaret  Trepte,  the  income  derived 
from  [10]  the  Golden  &  Trepte  Construction  Com- 
pany, a  partnership,  composed  of  Walter  Trepte, 
petitioner  herein,  and  M.  H.  Golden,  whereas  the 
assets,  property,  business,  and  income  of  the  said  co- 
partnership owned  by  the  petitioner  had  been  duly 
assigned  by  the  petitioner  to  the  Trepte  Construction 
Company,  a  partnership,  and  the  income  therefrom 
had  been  properly  returned  as  income  in  the  Partner- 
ship Return  of  Income  of  the  Trepte  Construction 
Company  for  the  respective  calendar  years  1942,  and 
1943,  and  by  the  erroneous  inclusion  of  the  said  in- 
come by  the  Commissioner,  the  taxable  income  of  the 
petitioner  was  increased  by  the  sum  of  $12,484.31, 
for  the  calendar  year  1942,  and  $5,155.51,  for  income 
and  victory  tax  for  the  calendar  year  1943. 

(f )  In  determining  the  tax  set  forth  in  the  notice 
of  deficiency,  addressed  to  the  petitioner,  the  Com- 
missioner erred  in  disregarding  the  Articles  of  Co- 
partnership, which  were  made  and  entered  into  as 
of  the  first  day  of  January,  1942,  by  and  between 
Walter  Trepte  (the  petitioner  herein),  Margaret 
Trepte  (the  wife  of  the  petitioner),  and  their  two 
sons,  Walter  B.  Trepte  and  Albert  Eugene  Trepte, 
and  computing  the  income  subject  to  tax  of  Trepte 
Construction  Company  as  though  it  were  community 
property  taxable  [11]  income  of  the  petitioner,  and 
his  wife,  Margaret  Trepte.  A  copy  of  said  Articles 
of  Co-Partnership  is  attached  hereto,  marked  Ex- 
hibit ^^B",  and  made  a  part  hereof. 
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(g)  In  determining  the  tax  as  set  out  in  the  notice 
of  deficiency  addressed  to  the  petitioner  the  Com- 
missioner through  error  failed  to  give  consideration 
or  recognition  to  Forms  1065,  Treasury  Department, 
United  States  Partnership  Return  of  Income  for 
the  calendar  years  1942,  and  1943,  heretofore  filed 
by  the  Trepte  Construction  Company,  a  partnership, 
and  by  so  doing  erroneously  computed  the  income 
subject  to  tax  as  though  it  were  community  prop- 
erty taxable  income  of  the  petitioner,  and  his  wife, 
Margaret  Trepte.  A  copy  of  each  of  said  Forms  1065, 
United  States  Return  of  Income  for  the  years  1942, 
and  1943,  heretofore  filed  by  the  Trepte  Construc- 
tion Company,  is  attached  hereto,  marked  Exhibit 
*^C"  and  *'D''  respectively,  and  made  a  part  hereof. 
5.  The  facts  upon  which  the  petitioner  relies  as 
the  basis  of  this  proceeding  are  as  follows : 

(a)  Articles  of  Co-Partnership  were  made  and  en- 
tered into  as  of  the  first  day  of  January,  1942,  by  and 
between  Walter  Trepte,  (the  petitioner  herein),  [12] 
Margaret  Trepte  (the  wife  of  the  petitioner),  and 
their  two  sons,  Walter  B.  Trepte,  and  Albert  Eugene 
Trepte,  to  conduct  and  do  business  as  the  **  Trepte 
Construction  Company,"  and  the  business  operations 
were  conducted  and  carried  on  at  all  times  herein 
mentioned  according  to  the  valid  and  binding  Ar- 
ticles of  Co-Partnership,  which  agreement  fixes  and 
determines  the  interests  each  of  the  co-partners  shall 
have  in  the  assets  of  the  Trepte  Construction  Com- 
pany, and  the  share  each  of  the  said  co-partners  shall 
have  in  the  net  income  or  losses  as  may  result  from 
the  operations  of  the  business  for  each  calendar  year. 
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A  copy  of  the  said  Articles  of  Co-Partnership  is  at- 
tached hereto,  marked  Exhibit  ^'B",  and  made  a 
part  hereof. 

(b)  That  at  the  time  of  the  formation  of  the  co- 
partnership (Trepte  Construction  Company)  name- 
ly, as  of  January  1,  1942,  Walter  Trepte,  the  peti- 
tioner herein,  assigned  to  the  said  co-partnership  all 
of  the  assets,  property,  and  business,  subject  to  all 
liabilities,  which  he  used  to  conduct  and  carry  on  the 
business  and  operations  as  the  Trepte  Construction 
Company,  and  the  petitioner,  Walter  Trepte,  also 
duly  assigned  to  the  said  co-partnership  all  of  his  in- 
terest in  and  to  the  assets,  property,  business,  and 
income,  [13]  which  was  one-half  interest,  in  the 
Golden  &  Trepte  Construction  Company,  also  as- 
signed all  joint  construction  ventures  and  all  profits 
and  losses  from  said  ventures,  as  well  as  all  outside 
earnings  by  reason  of  his  personal  efforts. 

(c)  Walter  B.  Trepte,  and  Albert  Eugene  Trepte, 
sons  of  the  petitioner,  purchased  their  respective  in- 
terest in  and  to  the  said  co-partnership  at  its  full 
book  value,  assumed  its  liabilities,  and  have  received 
their  share  of  the  income  of  said  co-partnership  by 
distribution  thereof  to  the  respective  co-partners  ac- 
cording to  the  terms  of  the  said  Articles  of  Co- 
Partnership,  which  share  of  the  net  income  and 
losses  to  each  is : 

Walter  Trepte  26% 

Margaret  Trepte  26% 

Walter  B.  Trepte 24% 

Albert  Eugene  Trepte 24% 

The  said  partners'  shares  of  the  income  under  the 
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terms  of  the  aforesaid  Articles  of  Co-Partnership 
were  paid  over  to  each  of  the  said  co-partners  and 
used  by  each  of  the  said  co-partners  as  his  or  her 
sole  and  separate  property. 

(d)  Each  of  the  said  sons,  Walter  B.  Trepte,  [14] 
and  Albert  Eugene  Trepte,  co-partners  under  the 
Articles  of  Co-Partnership,  have  rendered  valuable 
ser\dces  to  the  co-partnership,  accepted  their  full 
share  of  the  responsibility  of  the  management  and 
control  of  the  Trepte  Construction  Company,  and 
that  during  such  time  as  Albert  Eugene  Trepte  was 
a  member  of  the  armed  forces  of  the  United  States 
he  was  considered  a  member  of  the  said  co-partner- 
ship and  justly  entitled  to  his  distributive  share  in 
the  income,  and  said  share  was  so  paid  over  to  him. 

(e)  The  Commissioner  failed  to  recognize  or  take 
into  consideration  the  Articles  of  Co-Partnership, 
dated  January  1,  1942,  marked  Exhibit  ''B'',  and 
erroneously  included  in  the  deficiency  statement, 
marked  Exhibit  ''A'^  the  following  items  as  taxable 
income  to  the  petitioner:  ^'Business  income  $14,- 
653.68,"  for  the  taxable  year  ended  December  31, 
1942,  and  ''Business  income  $8,126.57,''  for  the  tax- 
able year  ended  December  31,  1943;  the  ''Partner- 
ship income  increased  $12,484.31,"  for  the  taxable 
year  ended  December  31,  1942;  "Partnership  in- 
come increased  $5,155.51,"  for  the  taxable  year  ended 
December  31,  1943,  whereas,  all  of  the  petitioner's 
share  of  the  assets,  property,  business,  and  income 
of  the  Golden  &  Trepte  Construction  Company  had 
[15]  been  duly  assigned  by  the  petitioner  to,  and  was 
received  by  the  Co-Partnership  (Trepte  Construe- 
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tion  Company) ;  that  the  above  amounts  are  a  part 
of  the  income  of  the  Trepte  Construction  Company, 
which  is  taxable  to  each  of  the  co-partners  of  the 
Trepte  Construction  Company  as  their  respective 
partners'  shares  of  income  as  returned  in  Forms 
1065,  Treasury  Department,  United  States  Partner- 
ship Return  of  Income  for  the  calendar  years  1942, 
and  1943,  as  heretofore  filed  by  the  Trepte  Construc- 
tion Company.  A  copy  of  each  of  said  Returns  is  at- 
tached hereto,  marked  Exhibit  ^^C"  and  ^^D"  respec- 
tively, and  made  a  part  hereof,  and  that  the  said 
amounts  should  not  be  so  segregated  or  determined 
to  be  the  community  property  income  of  the  peti- 
tioner. 

Wherefore,  the  petitioner  prays  this  Court  may 
hear  the  proceeding  and  determine  that  there  is  no 
deficiency  due  from  the  petitioner  in  the  sum  of 
$23,183.84,  or  any  other  sum. 

/s/  GEORGE  H.  STONE, 
Counsel  for  Petitioner. 

/s/  MAYNARD  J.  TOLL, 

Coimsel  for  Petitioner.  [16] 

State  of  California, 
County  of  San  Diego — ss. 

Walter  Trepte,  being  duly  sworn,  says  that  he  is 
the  petitioner  above  named;  that  he  has  read  the 
foregoing  petition,  and  is  familiar  with  the  state- 
ments contained  therein,  and  that  the  statements 
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contained  therein  are  true,  except  those  stated  to  be 
upon  information  and  belief,  and  that  those  he  be- 
lieves to  be  true. 

/s/  WALTER  TREPTE. 

Subscribed  and  sworn  to  before  me  this  31st  day 
of  October,  1946. 

(Seal)  /s/  GLEN  H.  MUNKELT, 

Notary  Public  in  and  for  the  County  of  San  Diego, 
State  of  California. 

[Endorsed] :  T.C.U.S.  Filed  Nov.  18,  1946.  [17] 


[Title  of  Tax  Court  and  Cause  No.  12515.] 

ANSWER 

The  Conmiissioner  of  Internal  Revenue,  by  his 
attorney,  J.  P.  Wenchel,  Chief  Counsel,  Bureau  of 
Internal  Revenue,  for  answer  to  the  petition  of  the 
above-named  taxpayer,  admits  and  denies  as  fol- 
lows : 

1  and  2.  Admits  the  allegations  contained  in 
paragraphs  1  and  2  of  the  petition. 

3.  Admits  the  taxes  in  controversy  are  indi- 
vidual income  and  victory  taxes  for  the  calendar 
years  1942  and  1943;  denies  the  remainder  of  the 
allegations  contained  in  paragi^aph  3  of  the  peti- 
tion. 

4.  (a)  to  (g),  inclusive.  Denies  the  allegations 
of  error  contained  in  subparagraphs  (a)  to  (g), 
and  all  subdivisions  thereof,  of  paragraph  4  of  the 
petition. 
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5.  (a)  to  (e),  inclusive.  Denies  the  allegations 
of  fact  contained  in  subparagraphs  (a)  to  (e),  in- 
clusive, of  paragraph  5  of  the  petition.  [18] 

6.  Denies  each  and  every  allegation  contained 
in  the  petition  not  hereinbefore  specifically  ad- 
mitted or  denied. 

Wherefore,  it  is  prayed  that  the  determination 
of  the  Commissioner  be  approved. 

/s/  J.  P.  WENCHEL, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel: 

B.  H.  NEBLETT, 
Division  Counsel. 

E.  C.  CROUTER, 

Special  Attorney, 

Bureau  of  Internal  Revenue. 

[Endorsed] :  T.C.U.S.    Filed  Dec.  31,  1946.  [19] 
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The  Tax  Court  of  the  United  States 

Docket  No.  12516 

MARGARET  TREPTE, 

Petitioner, 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PETITION 

The  above-named  petitioner  hereby  petitions  for 
a  redetermination  of  the  deficiency  set  forth  by  the 
Commissioner  of  Internal  Revenue  in  his  notice 
of  deficiency,  Los  Angeles  Division,  LA:  IT:  90D: 
LHP,  dated  August  23,  1946,  and  as  basis  of  her 
I)roceedings  alleges  as  follows: 

1.  The  petitioner,  Margaret  Trepte,  is  an  indi- 
Addual  with  principal  office  at  2001  Kettner  Boule- 
vard, San  Diego  1,  California.  The  returns  for 
the  period  herein  involved  v^ere  filed  with  the  Col- 
lector for  the  Sixth  District  of  California. 

2.  The  notice  of  deficiency  (a  copy  of  which, 
together  with  statement  accompanying  same,  is  at- 
tached hereto,  marked  exhibit  ^^A"  and  made  a  part 
hereof)  [20]  was  mailed  to  the  petitioner  on  Au- 
gust 23,  1946. 

3.  The  taxes  in  controversy  are  individual  in- 
come and  victory  taxes  for  the  calendar  years  1942, 
and  1943,  and  in  the  amount  of  $29,480.82. 

4.  The  determination  of  tax  set  forth  in  the 
said  notice  of  deficiency  is  based  upon  the  follow- 
ing errors: 
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(a)  The  Commissioner  erroneously  held: 

1.  The  Trepte  Construction  Company  Copart- 
nership to  be  ineffective  as  a  partnership  for  in- 
come tax  purposes: 

2.  The  assignment  duly  made  by  the  petitioner 
of  all  of  his  assets,  property,  business,  and  income 
in  and  to  the  Golden  &  Trepte  Construction  Com- 
pany, to  the  Trepte  Construction  Company  to  be 
ineffective ; 

3.  The  Partnership  Returns  of  Income  for  the 
calendar  years  1942,  and  1943,  of  the  Trepte  Con- 
struction Company  to  be  ineffective; 

4.  The  income  of  the  Trepte  Construction  Com- 
pany and  the  Golden  &  Trepte  Construction  Com- 
pany to  be  the  community  property  income  of  the 
petitioner  and  the  petitioner's  husband,  Walter 
Trepte;  and 

5.  The  petitioner's  two  sons,  Walter  B.  Trepte, 
and  Albert  Eugene  Trepte,  did  not  participate  [21] 
for  income  tax  purposes  in  the  income  of  the  Trepte 
Construction  Company. 

(b)  In  determining  the  taxable  net  income  of 
the  petitioner  for  the  calendar  years  1942,  and 
1943,  the  Commissioner  erroneously  included  as 
income  subject  to  tax  the  following  items: 

(1)  Taxable  Year  Ended  December  31,  1942 

ADDITIONAL  INCOME: 

(a)  Business  income  $  14,653.68 

(b)  Partnership  income  increased  16,252.19 

Total  additional  income $  30,905.87 
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EXPLANATION  OF  ITEMS 
(As  shown  in  statement  Exhibit  *' A") 

"(a)  The  net  business  income  of  the  Trepte  Construction 
Company  has  been  determined  in  the  amount  of  $29,307.36,  com- 
puted as  follows,  your  community  half  of  which,  or  $14,653.68, 
is  added  to  your  income  for  the  reason  previously  given : 

Net  income  as  reported  by  Trepte  Construction  Co $176,415.67 

Less :  Income  of  Golden  &  Trepte  Construction  Co. 
included  therein  146,613.31 

Operating  income $  29,802.36 

Less:  Salary  paid  to  Walter  B.  Trepte 495.00 

Business  income  adjusted $  29,307.36 

Your  community  half  of  business  income $  14,653.68 

(b)  In  your  return  you  reported  partnership  income  in  the 
amount  of  $57,054.46.  As  the  result  of  the  foregoing  adjustment, 
your  partnership  income  has  been  detennined  in  the  amount  of 
$73,306.65.  The  increase,  or  $16,252.19,  is  accordingly  added  [22] 
to  your  income. 
Your  husband's  distributive  share  of  the  ordinary 

net  income  of  Golden  &  Trepte  Construction  Co.. .$146,613. 31 

Your  community  share  {Vz  of  $146,613.31) 73,306.65 

Partnership  income  reported 57,054.46 

Partnership  income  increased $  16,252.19"; 

(2)  Taxable  Year  Ended  December  31,  1943 

Income  Tax  Victory  Tax 

ADDITIONAL  INCOME:                  Net  Income  Net  Income 

(a)  Net  gain  from  the  sale  of  capi- 
tal assets  increased $       447.02        $  

(b)  Business  income 8,126.57  8,126.57 

(c)  Partnership  income  increased..     24,643.39  24,643.39 

Total  additional  income  $  33,216.98        $  32,769.96 

EXPLANATION  OP  ITEMS 

(As  shown  in  statement  Exhibit  "A") 

*'(a)  Net  gain  from  the  sale  of  capital  assets,  reported  in 
your  return  in  the  amount  of  $792.63  is  increased  by  $447.02  as 
shown  in  the  following  computation: 
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Net  long-term  capital  gain  realized  from,  the  sale  of 

equipment  by  the  Trepte  Construction  Co $1,550.01 

Your  community  half  of  the  above  gain 775.00 

Net  long-term  gain  from  the  sale  of  stock,  as  shown  in 

your  return 150.00 

Total  net  long-term  capital  gain $    925.00 

Net  short-term  capital  gain  from  the  sale  of  land,  as 
shown  in  your  return 314.65 

Net  gain  from  the  sale  of  capital  assets,  adjusted $1,239.65 

Amount  reported  in  your  return 792.63 

Net  gain  from  the  sale  of  capital  assets,  increased $   447.02 

The  increase,  or  $447.02,  is  accordingly  added  to  your  in- 
come. 

(b)  The  net  business  income  of  the  Trepte  Construction 
Company  has  been  determined  in  the  amount  of  $16,253.14,  com- 
puted as  follows,  your  community  half  of  which,  or  $8,126.57,  is 
added  to  your  income  for  the  reason  previously  given : 

Net  income  as  reported  by  Trepte  Cnostruction  Co $118,030.00 

Less :  Income  of  Golden  &  Trepte  Construction  Co. 
included  therein 99,246.86 

Operating  profit $  18,783.14 

Less :  Salary  paid  to  Walter  B.  Trepte 2,530.00 

Business  income  adjusted $  16,253.14 

Your  community  half  of  business  income $    8,126.57 

(c)  In  your  return  you  reported  partnership  income  in  the 
amount  of  $24,980.04.  As  the  result  of  the  foregoing  adjustment, 
your  partnership  income  has  been  determined  in  the  amount  of 
$49,623.43.  The  increase,  or  $24,643.39,  is  accordingly  added  to 
your  income. 

Your  husband's  distributive  share  of  the  ordinary 

net  income  of  Golden  &  Trepte  Construction  Co $99,246.86 

Your  community  share  (Vz  of  $99,246.86) 49,623.43 

Partnership  income  reported 24,980.04 

Partnership  income  increased $24,643.39" 
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(c)  The  Commissioner  erroneously  determined 
a  deficiency  of  income  and  victory  tax  of  the  peti- 
tioner [24]  for  the  year  1943  of  $29,480.82;  based 
on  a  total  additional  income  for  the  taxable  year 
ended  December  31,  1942,  of  $30,905.87;  a  total 
additional  net  income  for  income  tax  purposes  of 
$33,216.98;  and  a  total  additional  net  income  for 
victory  tax  purposes  of  $32,769.96  for  the  taxable 
year  ended  December  31,  1943,  as  set  out  in  para- 
graph (1)  and  (2)  above,  and  also  shown  in  state- 
ment attached  hereto,  marked  exhibit  '^A",  and 
made  a  part  hereof. 

(d)  The  Commissioner  erroneously  included  as 
community  property  taxable  income  of  the  peti- 
tioner and  her  husband,  Walter  Trepte,  the  income 
of  the  Trepte  Construction  Company,  a  partner- 
ship, exclusive  of  the  income  derived  from  the 
Golden  &  Trepte  Construction  Company,  which  in- 
come had  been  properly  returned  as  income  in  the 
Partnership  Return  of  Income  of  the  Trepte  Con- 
struction Company  for  the  calendar  years  1942,  and 
1943,  and  by  the  erroneous  inclusion  of  this  income 
by  the  Commissioner,  it  increased  the  taxable  in- 
come of  the  petitioner  the  sum  of  $14,653.68  for 
the  calendar  year  1942,  and  $8,126.57  for  income 
and  victory  tax  purposes  for  the  calendar  year 
1943. 

(e)  The  Commissioner  erroneously  included  as 
community  property  taxable  income  of  the  peti- 
tioner and  her  husband,  Walter  Trepte,  the  income 
derived  from  [25]  the  Golden  &  Trepte  Construc- 
tion Company,  a  partnership,  composed  of  Walter 
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Trepte,  and  M.  H.  Golden,  whereas  the  assets, 
property,  business,  and  income  of  the  said  co-part- 
nership had  been  duly  assigned  to  the  Trepte  Con- 
struction Company,  a  partnership,  and  the  income 
therefrom  had  been  properly  returned  as  income 
in  the  Partnership  Return  of  Income  of  the  Trepte 
Construction  Company  for  the  respective  calendar 
years  1942,  and  1943,  and  by  the  erroneous  inclu- 
sion of  the  said  income  by  the  Commissioner,  the 
taxable  income  of  the  petitioner  was  increased  by 
the  sum  of  $16,252.19,  for  the  calendar  year  1942, 
and  $24,643.39,  for  income  and  victory  tax  for  the 
calendar  year  1943. 

(f)  In  determining  the  tax  set  forth  in  the 
notice  of  deficiency,  addressed  to  the  petitioner,  the 
Commissioner  erred  in  disregarding  the  Articles 
of  Co-Partnership,  which  were  made  and  entered 
into  as  of  the  first  day  of  January,  1942,  by  and 
between  Margaret  Trepte  (the  petitioner  herein), 
Walter  Trepte  (the  husband  of  the  petitioner), 
and  their  two  sons,  Walter  B.  Trepte  and  Albert 
Eugene  Trepte,  and  computing  the  income  subject 
to  tax  of  Trepte  Construction  Company  as  though 
it  were  community  property  taxable  [26]  income 
of  the  petitioner,  and  her  husband,  Walter  Trepte. 
A  copy  of  said  Articles  of  Co-Partnership  is  at- 
tached hereto,  marked  exhibit  ''B",  and  made  a 
part  hereof. 

(g)  In  determining  the  tax  as  set  out  in  the 
notice  of  deficiency  addressed  to  the  petitioner  the 
Commissioner  through  error  failed  to  give  con- 
sideration or  recognition  to  Forms  1065,  Treasury 
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Department,  United  States  Partnership  Return  of 
Income  for  the  calendar  years  1942,  and  1943,  here- 
tofore filed  by  the  Trepte  Construction  Company, 
a  i)artnership,  and  by  so  doing  erroneously  com- 
]nited  the  income  subject  to  tax  as  though  it  were 
community  property  taxable  income  of  the  peti- 
tioner, and  her  husband,  Walter  Trepte.  A  copy 
of  each  of  said  Forms  1065,  United  States  Return 
of  Income  for  the  years  1942,  and  1943,  heretofore 
filed  by  the  Trepte  Construction  Company,  is  at- 
tached hereto,  marked  exhibit  ''C"  and  '^D"  re- 
spectively, and  made  a  part  hereof. 

,5.  The  facts  upon  which  the  petitioner  relies 
as  the  basis  of  this  proceeding  are  as  follows: 

(a)  Articles  of  Co-Partner  ship  were  made  and 
entered  into  as  of  the  first  day  of  January,  1942, 
by  and  between  Margaret  Trepte  (the  petitioner 
herein),  [27]  Walter  Trepte  (the  husband  of  the 
petitioner),  and  their  two  sons,  Walter  B.  Trepte, 
and  Albert  Eugene  Trepte,  to  conduct  and  do  busi- 
ness as  the  ^^ Trepte  Construction  Company,"  and 
the  business  operations  were  conducted  and  carried 
on  at  all  times  herein  mentioned  according  to  the 
valid  and  binding  Articles  of  Co-Partner  ship, 
which  agreement  fixes  and  determines  the  interests 
each  the  co-partners  shall  have  in  the  assets  of  the 
Trepte  Construction  Company  and  the  share  each 
of  the  said  co-partners  shall  have  in  the  net  income 
or  losses  as  may  result  from  the  operations  of  the 
business  for  each  calendar  year.  A  copy  of  the 
said  Articles  of  Co-Partnership  is  attached  hereto, 
marked  exhibit  **B",  and  made  a  part  hereof. 
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(b)  That  at  the  time  of  the  formation  of  the 
co-partnership  (Trepte  Construction  Company) 
namely,  as  of  January  1,  1942,  Walter  Trepte,  hus- 
band of  the  petitioner  herein,  assigned  to  the  said 
co-partnership  all  of  the  assets,  property,  and  busi- 
ness, subject  to  all  liabilities,  which  he  used  to  con- 
duct and  carry  on  the  business  and  operations  as 
the  Trepte  Construction  Company,  and  the  husband 
of  the  petitioner,  Walter  Trepte,  also  duly  assigned 
to  the  said  co-partnership  all  of  his  interests  in 
and  to  the  assets,  [28]  property,  business,  and  in- 
come, which  was  a  one-half  interest,  in  the  Golden 
&  Trepte  Construction  Company,  also  assigned  all 
joint  construction  ventures  and  all  profits  and 
losses  from  said  ventures,  as  well  as  all  outside 
earnings  by  reason  of  his  personal  efforts. 

(c)  Walter  B.  Trepte,  and  Albert  Eugene 
Trepte,  sons  of  the  petitioner,  purchased  their  re- 
spective interest  in  and  to  the  said  co-partnership 
at  its  full  book  value,  assumed  its  liabilities,  and 
have  received  their  share  of  the  income  of  said 
co-partnership  by  distribution  thereof  to  the  re- 
spective co-partners  according  to  the  terms  of  the 
said  Articles  of  Co-Partnership,  which  share  of  the 
net  income  and  losses  to  each  is: 

Walter  Trepte 26% 

Margaret  Trepte  26% 

Walter  B.  Trepte 24% 

Albert  Eugene  Trepte 24% 

The  said  partners'  shares  of  the  income  under 
the  terms  of  the  aforesaid  Articles  of  Co-Partner- 
ship were  paid  over  to  each  of  the  said  co-partners 
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and  used  by  each  of  the  said  co-partners  as  his  or 
her  sole  and  separate  property. 

(d)  Each  of  the  said  sons,  Walter  B.  Trepte, 
[29]  and  Albert  Eugene  Trepte,  co-partners  under 
the  Articles  of  Co-Partnership,  have  rendered  val- 
uable services  to  the  co-partnership,  accepted  their 
full  share  of  the  responsibility  of  the  management 
and  control  of  the  Trepte  Construction  Company, 
and  that  during  such  time  as  Albert  Eugene  Trepte 
was  a  member  of  the  armed  forces  of  the  United 
States  he  was  considered  a  member  of  the  said 
co-partnership  and  justly  entitled  to  his  distribu- 
tive share  in  the  income,  and  said  share  was  so 
paid  over  to  him. 

(e)  The  Commissioner  failed  to  recognize  or 
take  into  consideration  the  Articles  of  Co-Partner- 
ship, dated  January  1,  1942,  marked  exhibit  ''B", 
and  erroneously  included  in  the  deficiency  state- 
ment, marked  exhibit  ^^A",  the  following  items  as 
taxable  income  to  the  petitioner:  '^Business  income 
$14,653.68,"  for  the  taxable  year  ended  December 
31,  1942,  and  ^^  Business  income  $8,126.57,''  for  the 
taxable  year  ended  December  31,  1943;  the  '^Part- 
nership income  increased  $16,252.19,"  for  the  tax- 
able year  ended  December  31,  1942;  '^  Partnership 
income  increased  $24,643.39,"  for  the  taxable  year 
ended  December  31,  1943,  whereas,  all  of  the  peti- 
tioner's share  of  the  assets,  property,  business,  and 
income  of  the  Golden  &  Trepte  Construction  Com- 
pany had  [30]  been  duly  assigned  to,  and  was  re- 
ceived by  the  Co-Partnership  (Trepte  Construc- 
tion Company)  ;  that  the  above  amounts  are  a  part 
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of  the  income  of  the  Trepte  Construction  Com- 
pany, which  is  taxable  to  each  of  the  co-partners 
of  the  Trepte  Construction  Company  as  their  re- 
spective partners^  shares  of  income  as  returned  in 
Forms  1065,  Treasury  Department,  United  States 
Partnership  Return  of  Income  for  the  calendar 
years  1942,  and  1943,  as  heretofore  filed  by  the 
Trepte  Construction  Company.  A  copy  of  each  of 
said  Returns  is  attached  hereto,  marked  exhibit 
^^C"  and  ^^D''  respectively,  and  made  a  part  hereof, 
and  that  the  said  amounts  should  not  be  so  segre- 
gated or  determined  to  be  the  community  property 
income  of  the  petitioner. 

Wherefore,  the  petitioner  prays  this  Court  may 
hear  the  proceeding  and  determine  that  there  is  no 
deficiency  due  from  the  petitioner  in  the  sum  of 
$29,480.82,  or  any  other  sum. 

/s/  GEORGE  H.  STONE, 

Counsel  for  Petitioner, 

/s/  MAYNARD  J.   TOLL, 

Counsel  for  Petitioner.  [31] 

State  of  California, 
County  of  San  Diego — ss. 

Margaret  Trepte,  being  duly  sworn,  says  that  she 
is  the  petitioner  above  named;  that  she  has  read 
the  foregoing  petition,  and  is  familiar  with  the 
statements  contained  therein,  and  that  the  state- 
ments   contained    therein    are    true,    except    those 
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stated  to  be  upon  information  and  belief,  and  that 
those  she  believes  to  be  true. 

/s/  MARGARET  TREPTE. 

Subscribed  and  sworn  to  before  me  this  31st  day 
of  October,  1946. 

(Seal)  /s/  GLEN  H.  MUNKELT, 

Notary  Public  in  and  for  the  County  of  San  Diego, 
State  of  California.  [32] 


[Title  of  Tax  Court  and  Cause  No.  12516.] 

ANSWER 

Tlie  Commissioner  of  Internal  Revenue,  by  his 
attorney,  J.  P.  Wenchel,  Chief  Counsel,  Bureau 
of  Internal  Revenue,  for  answer  to  the  petition  of 
the  above-named  taxpayer,  admits  and  denies  as 
follows: 

1  and  2.  Admits  the  allegations  contained  in 
paragraphs  1  and  2  of  the  petition. 

3.  Admits  that  the  taxes  in  controversy  are  indi- 
vidual income  and  victory  taxes  for  the  calendar 
years  1942  and  1943;  denies  the  remainder  of  the 
allegations  contained  in  paragraph  3  of  the  peti- 
tion. 

4.  (a)  to  (g),  inclusive.  Denies  the  allegations 
of  error  contained  in  subparagraphs  (a)  to  (g), 
and  all  subdivisions  thereof,  of  paragraph  4  of 
the  petition.  [33] 
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5.  (a)  to  (e),  inclusive.  Denies  the  allegations 
of  fact  contained  in  subparagraphs  (a)  to  (e), 
inclusive,  of  paragraph  5  of  the  petition. 

6.  Denies  each  and  every  allegation  contained 
in  the  petition  not  hereinbefore  specifically  admit- 
ted or  denied. 

Wherefore,  it  is  prayed  that  the  determination 
of  the  Commissioner  be  approved. 

/s/  J.  P.  WENCHEL, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel: 

B.  H.  NEBLETT, 
Division  Counsel. 

E.  C.  CROUTER, 

Special  Attorney, 

Bureau  of  Internal  Revenue. 

[Endorsed] :  T.C.U.S.    Piled  Dec.  31,  1946.  [34] 
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The  Tax  Court  of  the  United  States 

Docket  Nos.  12515,  12516 

Walter  Trepte,  Petitioner,  v.  Commissioner  of  In- 
ternal Revenue,  Respondent. 

Margaret  Trepte,   Petitioner,  v.   Commissioner  of 
Internal  Revenue,  Respondent. 

George  H.  Stone,  Esq.,  and  Wm.  D.  Morrison, 
C.P.A.,  for  the  petitioners. 

John  H.  Pigg,  Esq.,  for  the  respondent. 

MEMORANDUM  FINDINGS  OF  FACT  AND 
OPINION 

Disney,  Judge:  These  proceedings,  consolidated 
for  hearing  and  disposition,  involve  deficiencies  in 
income  and  victory  tax  liabilities  for  the  year  1943^ 
as  follows: 


Petitioner 

Docket  No. 

Deficiency 

Walter  Trepte 

12515 

$23,183.84 

Margaret  Trepte 

12516 

29,480.82 

The  year  1942  is  involved  in  these  proceedings  by 
reason  of  the  * 'forgiveness"  feature  provided  by 
section  6  of  the  current  Tax  Payment  Act  of  1943, 
relating  to  tax  for  1942  and  1943.  [35] 

The  issues  to  be  determined  are:  (1)  Did  the 
res] )on dent  err  in  his  determination  that  the  busi- 
ness carried  on  under  the  name  of  the  Trepte  Con- 
struction Company  during  the  taxable  years  was 
not  a  bona  fide  partnership,  for  income  tax  pur- 
poses, composed  of  petitioners,  Walter  Trepte, 
Margaret  Trepte  and  their  two  sons  and  that  the 
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income  was  community  income  of  Walter  Trepte 
and  his  wife?  (2)  Did  the  respondent  err  in  his 
determination  that  the  alleged  assignment  by  peti- 
tioner, Walter  Trepte,  to  the  alleged  partnership 
of  Trepte  Construction  Company,  of  his  interest 
in  the  joint  venture,  known  as  Golden  &  Trepte 
Construction  Company  is  ineffective  for  income  tax 
purposes  ? 

These  cases  were  submitted  on  a  stipulation  of 
facts  and  oral  testimony.  The  facts  as  stipulated 
are  so  found.  Such  parts  thereof  as  it  is  considered 
necessary  to  set  forth  are  included  with  other  facts 
found  from  evidence  adduced  in  our 

FINDINGS  OF  FACT 

Walter  Trepte  (hereinafter  and  sometimes  re- 
ferred to  as  petitioner)  and  Margaret  Trepte  are 
husband  and  wife  and  have  resided  in  San  Diego, 
California,  since  some  time  prior  to  their  marriage 
in  1916.  Neither  petitioner  nor  his  wife  had  any 
property  prior  to  their  marriage.  All  property 
held  by  either  of  them  is  community  property.  In- 
come tax  returns  for  the  periods  here  involved 
were  filed  with  the  collector  of  internal  revenue 
for  the  sixth  district  of  California,  at  Los  Angeles. 

Petitioner's  father  started  in  the  construction 
business  at  San  Diego,  California,  in  1895.  From 
1910  to  1912,  petitioner  studied  structural  design 
at  California  School  of  Mechanical  Arts,  San  Fran- 
cisco. From  1912  to  1917  he  worked  for  his  father ; 
the  last  two  years  of  this  period  was  spent  on  a 
[36]  ranch,  owned  by  his  father,  in  the  Imperial 
Valley.    In  1917,  petitioner's  father  and  a  partner. 
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one  Rambo,  were  conducting  the  business.  At  that 
time  petitioner  gave  his  father  a  note  for  Rambo 's 
share  of  the  business,  after  which  petitioner  and 
his  father  conducted  the  business  as  a  partnership. 
The  note  was  paid  out  of  petitioner's  share  of  the 
earnings. 

In  1928,  petitioner  bought  his  father's  interest  in 
that  partnership.  The  dissolution  was  effected  by 
a  property  division  and  a  cash  settlement.  There- 
after, petitioner  operated  his  general  contractino- 
business  under  the  name  of  '^Walter  Trepte 
Builder,''  as  a  sole  proprietorship  until  the  date 
of  the  creation  of  the  alleged  partnership  of  Trepte 
Construction  Co.  on  January  1,  1942. 

The  business  of  petitioner's  father  was  commer- 
cial and  engineering  contracting.  Petitioner  con- 
tinued in  this  same  field  after  he  acquired  the  busi- 
ness in  1928.  The  work  is  technical  in  that  it  re- 
quires a  knowledge  of  and  skill  in  construction 
engineering,  material  and  labor  markets  for  the 
purpose  of  submitting  bids.  Petitioner's  archi- 
tectural engineer  education  gave  him  real  assist- 
anc(»  in  this  phase  of  the  business. 

Some  time  prior  to  July  6,  1940,  petitioner  and 
one  M.  H.  Golden  associated  themselves  as  joint 
venturers  to  operate  as  ''Golden-Trepte  Construc- 
tion Co.,"  (hereinafter  sometimes  referred  to  as 
Golden-Trepte)  for  the  purpose  of  engaging  in 
contracting  work  for  the  Federal  Government. 
Golden-Trepte  obtained  a  large  contract  from  the 
Navy  Dej^artment  for  various  types  of  construc- 
tion in  and  around  the  naval  facilities  in  the  San 
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Diego  area.  The  contract  was  signed  by  petitioner 
and  Golden,  individually,  on  July  6,  1940.  The 
contract  was  approved  by  the  Navy  Department  on 
July  11,  1940.  The  contract,  as  it  originally  ex- 
isted, contemplated  construction  [37]  work  in  the 
amount  of  approximately  $3,500,000.  However,  it 
was  extended  to  cover  projects  which  eventually 
had  a  cost  of  about  $21,000,000.  Under  the  con- 
tract, Golden-Trepte  was  required  to  obtain  all 
material  and  supply  all  labor.  The  projects  con- 
templated by  this  contract  and  extensions  were 
completed  in  1944.  Work  was  begun  in  1940.  This 
contract  was  not  obtained  on  bid  but  was  negoti- 
ated at  the  request  of  the  Navy. 

While  engaged  on  the  various  projects  under  the 
Navy  contract,  Golden-Trepte  also  undertook  other 
contract  work  for  various  governmental  agencies 
and  private  corporations,  including  one  fuel-depot 
project  for  the  Navy  which  was  not  included  in  the 
above  contract.  Construction  jobs  were  under- 
taken for  Rohr  Aircraft  Company,  as  agent  for 
Defense  Plant  Corporation,  and  San  Diego  Gas  & 
Electric  Company.  The  fuel-depot  job  and  the 
Rohr  Aircraft  job  had  value  of  approximately 
$1,750,000.  In  addition  to  these,  the  Trepte  Con- 
struction Co.  also  did  work  for  some  customers, 
particularly  the  Ryan  Aircraft  Co.  Petitioner  had 
a  crew  at  Ryan  from  1939  until  the  end  of  the  war. 

The  Navy  contract  provided  that  Golden-Trepte 
should  designate  a  construction  superintendent 
to  have  complete  charge  of  all  work  under 
the  contract.     It  further  provided  that  no  person 
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shall  be  assigned  as  superintendent,  Chief  Engineer, 
Chief  Purchasing  Agent,  Chief  Assistant,  or  simi- 
lar position  in  the  field  organization  or  as  princi- 
pal assistant  to  such  persons,  until  the  contracting 
oflBcer  shall  approve  the  qualifications  and  experi- 
ence of  the  person  proposed  for  such  assignment. 
The  Rohr  contract  provided  that  the  ^^contractor" 
(Golden-Trepte)  shall  keep  on  the  job,  at  all  times, 
a  (jualified  representative,  satisfactory  to  the  other 
contracting  party.  [38] 

Prior  to  January  1,  1942,  petitioner  had  between 
75  and  100  employees  in  his  individual  business. 
Oolden-Trepte  had  about  1,500  employees  at  the 
peak,  which  was  reached  in  December  1941.  The 
foreman  and  superintendent  and  others  who  had 
technical  skills  giving  them  responsibility  comprised 
approximately  10  to  20  per  cent  of  the  employees 
for  both  organizations. 

In  the  summer  of  1941,  the  Navy  contract  was 
extended  to  include  certain  construction  on  San 
Clemente  Island,  about  100  miles  off  the  coast  of 
San  Diego.  Petitioner  flew  out  to  the  project  about 
once  a  week;  due  to  fog,  it  was  very  hazardous. 
On  an  earlier  trip  the  plane  had  nearly  crashed 
and  at  that  time  he  and  Golden  discussed  what 
would  become  of  the  Navy  contract  in  the  event  of 
one  or  both  of  their  deaths,  so  petitioner  told 
Golden  that  he  ''had  been  considering  having  his 
sons  go  into  partnership"  with  him,  and  that  he 
thought  that  ''they  should  get  one  formed"  as  soon 
as  they  could  to  carry  on  the  business  if  anything 
happened  to  them. 
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Petitioner  discussed  the  desirability  of  a  ^'part- 
nership" with  his  wife  and  two  sons  on  several 
occasions  and  pointed  out  to  them  how  he  had  been 
a  '^ partner  with  his  father''  and  showed  them  the 
advantage  of  coming  into  a  ^'business  which  already 
had  an  established  name  for  honesty  and  integrity." 
The  latter  part  of  1941,  petitioner  consulted  an  at- 
torney about  drawing  up  a  partnership  agreement, 
and  a  written  ^^partnership  agreement,"  effective 
January  1,  1942,  was  executed,  naming  as  partners 
petitioner,  his  wife  and  sons,  Walter  B.  Trepte  and 
Albert  Eugene  Trepte. 

A  certificate  of  doing  business  under  a  fictitious 
name,  dated  May  11,  1942,  was  filed  with  the  State 
of  California.  On  April  18,  1942,  petitioner  and 
his  wife  executed  an  instrument  entitled  '^  Declara- 
tion of  Emancipation  of  [39]  Minor,"  which  pur- 
ported to  free  Albert  Eugene  Trepte  from  all  con- 
trol by  his  parents  as  of  January  1,  1942.  On  April 
22,  1947,  after  he  attained  his  majority,  Albert 
executed  an  instrument  purporting  to  ratify  and 
eonfiirm  his  act  in  executing  the  document  entitled 
''Articles  of  Co-Partnership,"  dated  January  1, 
1942. 

In  the  preamble,  the  Articles  of  Co-Partnership 
recite  as  follows: 

That,  Whereas,  Wlater  [sic]  Trepte  has  for  some 
time  past  been  conducting  a  general  contracting 
business  in  the  City  of  San  Diego,  California,  and 
also  has  been  conducting  a  joint  venture  with  M.  H. 
Golden  under  the  name  of  Golden  &  Trepte  Con- 
struction Company,  and 
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Whereas,  said  M.  H.  Golden  and  Walter  Trepte 
in  the  fall  of  1941  agreed  among  themselves  to  each 
form  a  separate  family  partnership  as  of  January 
1,  1942  for  the  ownership,  management  and  opera- 
tion of  their  respective  contracting  business  and  to 
include  in  their  respective  family  partnerships  the 
assets,  accrued  earnings  and  future  earnings  of 
said  Golden  &  Trepte  Construction  Company,  and 
Whereas,  said  Walter  Trepte  has  conveyed  to 
the  parties  hereto  all  of  his  interest  in  his  contract- 
ing business  and  his  interest  in  the  assets,  accrued 
earnings  and  future  earnings  of  said  Golen  [sic] 
&  Trepte  Construction  Company,  and  the  parties 
hereto  desire  to  hold  all  of  said  property  as  co- 
partners and  to  operate  said  contracting  business 
as  a  co-partnership. 

The  ^* Partnership  Agreement"  provided  that  pe- 
titioner and  his  wife  each  have  a  26  per  cent  inter- 
est and  each  of  the  boys  have  a  24  per  cent  inter- 
est; that  the  ^^ company"  shall  have  an  existence 
of  20  years  from  January  1,  1942 ;  also,  the  capital 
of  said  partnership  shall  consist  of  ^^  office  equip- 
ment, planing  mill  equipment,  trucks,  machinery, 
cash  in  the  bank,  accounts  receivable,  naval  air  sta- 
tion job  equity,  being  the  equity  in  the  partnership 
ass(4s  of  Golden  &  Trepte  Construction  Company, 
and  all  other  personal  property  now  used  by  Wal- 
ter Trepte  in  said  business  and  also  the  good  will 
of  said  business  subject  to  all  the  liabilities  of  said 
business  as  of  [40]  January  1,  1942,  which  appear 
on  the  books  of  sad  Walter  Trepte  as  of  said  date, 
as  follows:" 
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ASSETS 

Cash  in  bank $  29,197.68 

Accounts  Receivable  48,023.52 

Work  in  Progress 29.06 

Naval  Air  Station  job  equity* 88,458.88 

Miscellaneous  building  material  1,846.81 

Fixed   equipment   cost $14,147.12 

Depreciation  3,510.14 

Net   $  10,636.98 

Total  Assets $178,192.93 

LIABILITIES 

Accounts  payable $  15,079.36 

Notes  payable  to  banks 35,000.00 

Reserve  for  insurance  612.91 

Reserve  for  social  security  taxes 1,145.23 

Reserve  for  North  Island  Equipment 1,600.54 

Rental  Adjustment  

Total  Liabilities  $  53,438.04 

Net  Worth $124,754.89 

*This  item  consisted  of  petitioner's  interest  in  money  owed  to 
Golden-Trepte  by  the  United  States  Navy,  for  labor  and  material 
furnished  under  the  contract. 

Each  of  the  sons  executed  and  delivered  to  his 
parents  a  promissory  note  in  the  amount  of  $29,- 
941.17,  the  *^ purchase  price"  of  their  respective 
interests  in  the  alleged  partnership. 

The  agreement  provided  that  petitioner  should 
be  general  manager  of  the  *^ Partnership."  His 
duties  as  manager  of  the  ^^partnership"  were  sub- 
stantially the  same  as  his  duties  as  sole  owner  of 
the  business  before  January  1,  1942. 

Each  ^^ partner"  was  to  share  in  all  profits  and 
losses  to  the  extent  of  the  respective  interest  of 
each.    The  agreement  further  provided  as  follows: 
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*  *  *  After  the  payment  of  salaries  and  certain 
allowances  which  shall  be  fixed  from  time  to  time 
by  partners  holding  a  majority  interest  all  profits 
arising  from  the  operation  of  said  partnership  shall 
be  added  to  the  capital  of  said  partnership  so  long 
as  such  a  majority  interest  so  decides  or  in  the  dis- 
cretion of  the  holders  of  a  majority  interest  may 
be  distributed  but  any  distribution  to  the  partners, 
AValter  B.  Trepte  and  Albert  Eugene  Trepte,  will 
first  be  applied  upon  the  payment  of  any  outstand- 
ing balance  of  their  notes  before  distribution  be 
made  to  them  individually. 

The  agreement  provided  that  deposits  to  the  part- 
nership bank  account  could  be  made  for  the  ''part- 
nership" by  any  ''partner"  or  agent  of  the  "part- 
nership." Checks  could  be  draw^n  on  any  partner- 
ship account  by  such  of  the  "partners"  and  their 
agents  as  were  chosen  from  time  to  time  by  holders 
of  a  majority  interest. 

The  agreement  further  provided: 

No  partner  shall  during  the  continuance  of  the 
partnership  carry  on  any  business  in  competition 
with,  or  be  concerned  or  interested  directly  or  in- 
directly in  the  same  kind  of  business  as  that  car- 
ried on  by  the  partnership  in  the  County  of  San 
Diego,  State  of  California,  without  the  consent  in 
writing  of  the  other  parties  hereto,  except  consent 
is  hereby  given  to  Walter  Trepte  to  carry  on  the 
business  of  Golden  &  Trepte  Construction  Company 
and  other  partnerships,  joint  ventures  or  corpora- 
tions. 

Since   the   time   and   efforts   of  partner   Walter 
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Trepte  belong  to  said  family  co-partnership,  and 
since  the  investment  in  the  joint  venture  of  Golden 
&  Trepte  Construction  Company  also  belongs  to  the 
Trepte  Construction  Company,  such  of  his  time  as 
may  be  spent  on  the  joint  ventures  of  Golden  & 
Trepte  Construction  Company  shall  be  considered 
partnership  property  and  the  resulting  earnings  of 
the  Golden  and  Trepte  joint  venture  shall  be  part- 
nership earnings. 

That  any  and  all  earnings  from  personal  services 
outside  of  this  family  co-partnership  shall  be  given 
due  consideration  in  allocating  partnership  profits 
and  losses. 

Walter  B.  Trepte,  the  son  of  petitioners  herein, 
and  one  of  the  alleged  partners,  was  born  in  San 
Diego,  California,  on  November  6,  1918,  and  was 
23  years  of  age  on  January  1,  1942.  He  went 
through  high  school,  and  had  [42]  one-half  year 
of  college  work  at  California  State  College.  Prior 
to  January  1,  1942,  the  alleged  date  of  the  partner- 
ship, Walter  was  employed  at  various  times  on 
his  father's  construction  business.  He  so  worked 
in  the  summer  of  1935  and  1936,  the  fall  of  1938, 
the  entire  years  of  1939,  and  from  July  of  1940. 
In  1935  and  1936,  he  worked  as  a  truck  driver.  In 
1938,  he  did  clerical  work  as  assistant  to  the  book- 
keeper   and   timekeeper.      For   the    remainder    of 

1940,  he  was  employed  by  Golden-Trepte  in  the 
timekeeping  office  at  the  naval  facility  at  North 
Island.     He  remained  in  this  position  until  June 

1941,  when  he  went  to  the  job  at  the  Naval  fuel 
depot,  for  Golden-Trepte.     At  the  fuel  depot  he 


38         Walter  Trepte  and  Margaret  Trepte  vs 

was  in  charge  of  personnel  and  timekeeping,  did 
some  bookkeei^ing  and  certain  security  work.  He 
hired  and  fired  employees  on  the  authority  of 
Trepte  or  Golden.  Certain  employees,  those  on  an 
hourly  or  day-to-day  basis,  he  hired  or  fired  as  the 
need  for  their  services  rose  or  fell.  From  1935 
through  1941,  he  was  carried  on  the  pay  rolls  as 
an  employee.  His  compensation  ranged  from  $15 
per  week  in  the  beginning  to  $35  per  week  in  1941 
when  he  worked  for  Golden-Trepte. 

After  the  formation  of  the  ^* partnership''  on 
January  1,  1942,  Walter  B.  Trepte  worked  for 
Golden-Trepte  at  the  fuel  depot.  In  June  or  July 
he  went  to  the  Golden-Trepte  job  at  Rohr  Aircraft 
Corporation,  and  in  October  or  November  he  went 
back  to  the  Golden-Trepte  job  at  the  Naval  Air 
Station,  where  he  remained  until  the  completion 
of  the  contract  in  October  or  November  of  1943. 
From  October  or  November  1943,  until  the  middle 
of  1944,  he  worked  for  the  *^ partnership"  at  Rohr 
Aircraft,  and  following  that  he  worked  about  four 
months  at  the  Naval  Air  Station  for  Golden-Trepte. 
Since  that  time  he  has  worked  on  Trepte  Construc- 
tion Company  projects.  Prior  to  January  1,  1942, 
Walter  B.  Trepte  had  never  assembled  the  data 
necessary  to  prepare  [43]  a  bid  for  construction 
work,  though  he  did  help  petitioner  and  estimators 
employed  by  petitioner  to  do  so.  Between  January 
1,  1942,  and  December  31,  1943,  he  assisted  in  the 
same  manner.  The  work  Walter  B.  Trepte  per- 
formed prior  to  January  1,  1942,  was  done  under 
petitioner's  supervision.     Much  of  the  work  after 
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that  date  up  to  December  31,  1943,  was  also  under 
petitioner's  supervision.  Some  of  the  work  per- 
formed during  this  period  was  approved  by  the 
'* officer  in  charge  of  the  Navy."  From  January  1, 
1942,  on,  he  was  paid  a  regular  salary  of  $55  per 
week  by  Trepte  Construction  Company.  He  re- 
ceived extra  remuneration  from  Rohr  Aircraft  job 
which  was  put  into  the  ^^partnership."  For  the 
years  1943,  1944,  1945  and  1946,  year-end  book- 
keeping entries  were  made  on  books  of  Trepte  Con- 
struction Company,  purporting  to  adjust  Walter 
B.  Trepte 's  salary  to  a  basis  of  $4,800  per  year. 

A  drawing  account  was  set  up  in  the  books  of 
the  *' partnership"  for  Walter  B.  Trepte.  His  sal- 
ary was  charged  to  it  and  also  certain  other  per- 
sonal expenses,  payments  made  on  the  note  held 
by  his  parents,  and  all  withdrawals  for  payments 
of  Federal  and  State  income  taxes.  He  also  had  a 
*' capital  account"  in  the  books  to  which  was  cred- 
ited his  purported  original  24  per  cent  interest  and 
a  like  proportion  of  the  subsequent  profits  from 
the  ^^partnership"  for  each  year.  He  has  seen  his 
drawing  and  capital  accounts  each  year,  but  his 
examination  was  cursory  and  for  his  own  informa- 
tion. He  is  not  an  accountant  though  he  does  un- 
derstand something  about  the  theory  of  accounting. 

Walter  B.  Trepte  was  authorized  by  the  majority- 
interest  partners  to  sign  checks  on  the  accoimts  of 
the  Trepte  Construction  Company  as  provided  in 
the  alleger  partnership  agreement  and  did  sign 
them.  He  also  signed  checks  on  his  father's  ac- 
coTUit  while  the  business  was  under  the  name  of 
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[44]  Walter  Trepte,  Builder.  Other  persons  also 
had  authority  to  sign  checks  for  Trepte  Construc- 
tion Company. 

All  ])ayrnents  made  by  Walter  B.  Trepte  on  his 
note,  held  by  his  parents,  and  all  payments  for  Fed- 
eral and  State  income  taxes  were  made  from  profits 
of  the  business  of  Trepte  Construction  Company. 

The  construction  business  requires  one  having 
knowledge  and  experience  in  order  to  make  bids 
for  jobs,  and  prior  to  1942  petitioner  was  the  only 
one  qualified  to  do  this  work,  though  he  hired  esti- 
mators who  prepared  estimates  which  were  ulti- 
mately  approved   or   disapproved  by  him.     After 

1942,  the  same  has  generally  been  true,  although 
since  1941  all  or  most  of  the  construction  work  per- 
formed by  Walter  Trepte,  builder,  has  been  on 
Government  contract.  Walter  B.  Trepte  had  no 
inclination  toward  that  technical  end  of  the  busi- 
ness. 

Albert  Eugene  Trepte,  son  of  petitioners  herein 
and  one  of  the  alleged  partners  in  Trepte  Construc- 
tion Company,  was  born  September  8,  1925.  He 
was  16  years  of  age  on  the  date  of  creation  of  the 
alleged  partnership.  He  worked  for  his  father  in 
the  construction  business  in  the  summer  of  1941 
at  the  Naval  fuel  depot  as  crewman  on  a  small  craft 
and  on  a  pile  driver.  In  the  summer  of  1942,  he 
worked  on  the  Ryan  Aircraft  Company  job  as  an 
assistant  carpenter.  On  the  fuel-depot  job  he  re- 
ceived 75  cents  per  hour  and  85  cents  per  hour 
on  the  Ryan  job.     He  went  to  summer  school  in 

1943.  On  February  28,  1944,  he  was  drafted  into 
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the  United  States  Navy  and  was  discharged  June 
7,  1946.  During  part  of  1946,  he  worked  **down 
there  in  a  capacity  of  rustling  material."  In  1947, 
he  worked  in  the  of&ce  taking  care  of  bills.  In  Sep- 
tember 1946,  he  entered  on  a  course  of  study  in 
architectural  engineering  at  California  State  Poly- 
technic College  at  San  Luis  Obispo.  This  is  a  two- 
year  course.  [45] 

The  note  given  by  Tlbert  Eugene  Trepte  for  his 
alleged  interest  in  the  Trepte  Construction  Com- 
pany was  paid  from  profits  of  the  business.  The 
^* Company"  paid  for  his  personal  needs,  including 
clothing,  recreation,  tuition,  school,  expenses.  It 
also  paid  his  Federal  and  State  individual  income 
taxes.  All  of  these  items  were  charged  against  a 
drawing  account  in  his  name  on  the  books  of  Trepte 
Construction  Company. 

In  1942,  1943,  1945  and  1946,  petitioner  drew 
$20,000  per  year  as  salary  from  the  alleged  part- 
nership. In  1944,  due  to  decreased  business,  he 
drew  $10,000. 

Petitioner  was  reasonably  familiar  with  the  vari- 
ous revenue  bills  of  1940,  1941  and  1042.  He  was 
reasonably  familiar,  from  previous  experience,  with 
the  amount  of  tax  he  would  have  to  pay  on  his 
profits.  He  had  a  certified  public  accountant  audit 
his  books  and  prepare  returns  before  the  ^^partner- 
ship" and  the  same  person  performed  similar  work 
after  the  date  of  the  creation  of  the  alleged  part- 
nership. 

The  books  (Account  No.  293)  of  Trepte  Con- 
struction Co.  show  the  following  as  to  withdrawals 
by  Walter  B.  Trepte:  [46] 
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Partnership  returns  of  income  filed  with  the  col- 
lector of  internal  revenue  for  the  Trepte  Construc- 
tion Co.  showed  the  following  in  schedule  J: 


1942 

Long 

1943 

Long 

Ordinaiy 

Term 

Ordinary 

Term 

Name 

Net  Income 

Gain 

Net  Income 

Gain 

Walter  Trepte 

$60,822.35 

$    686.93 

$44,467.92    $ 

584.05 

Margaret  Trepte 

57,054.46 

644.37 

24,980.04 

327.98 

Walter  B.  Trepte 

29,529.06 

333.49 

25,523.78 

335.11 

Albert  E.  Trepte 

29,009.80 

327.63 

23,058.26 

302.87 

Total $176,415.67     $1,992.42     $118,030.00     $1,550.01 

OPINION 

Factually,  the  first  issue  in  this  case  follows  the 
now  familiar  pattern  of  family  partnerships,  and 
is  in  many  respects  similar  to  Commissioner  v. 
Tower,  327  U.  S.  280,  and  Lusthaus  v.  Commis- 
sioner, 327  U.  S.  293.  Since  this  case  arises  in  a 
community  property  state  (California)  and  there 
is  no  serious  contention  concerning  the  wife's  in- 
terest in  the  business,  our  consideration  will  be 
directed  primarily  to  the  alleged  interest  of  the 
two  sons — Walter  B.  and  Albert  Eugene. 

Petitioner  argues  ^^That  vital  and  valuable  serv- 
ices were  rendered  by  each  of  the  sons  to  the  co- 
partnership; that  the  two  sons  particpiated  in  the 
control  and  management  of  the  business;  that  each 
of  the  sons  obtained  by  purchase  his  partnership 
interest  in  the  co-partnership,  and  went  into  debt 
to  obtain  such  interest." 

As  to  capital  contribution  of  an  alleged  partner, 
the  Tower  case  establishes  the  rule  that  whether 
capital  contribution  to  the  business  originates  with 
the  one  making  the  contribution  is  a  factor  to  be 
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considered.  The  wife  in  the  well-known  Lusthans 
case  signed  notes  and  later  had  the  notes  paid  off 
out  of  the  earnings  of  the  business.  In  that  case 
the  Supreme  Court  of  the  [49]  United  States  con- 
cluded that  the  wife  did  not  invest  capital  origina- 
ing  with  herself.  Petitioners'  sons  have  no  stronger 
case  than  did  the  wife  in  the  Lusthaus  case.  The 
sons  signed  notes  and  the  notes  were  retired  by 
the  application  of  earnings  from  the  business,  but 
there  was  no  investment  of  new  capital  in  the 
business,  i.  e.,  no  new  capital  that  was  not  already 
available  for  use  in  the  business. 

The  Tower  case  also  established  the  rule  for  one 
to  be  a  partner  of  a  so-called  ^^family  partnership" 
from  ^'services''  standpoint,  that  the  alleged  part- 
ner must  substantially  contribute  to  the  control 
and  management  of  the  business  or  otherwise  per- 
form vital  additional  services.  We,  therefore,  con- 
sider next  whether  the  sons  contributed  such  serv- 
ices as,  under  the  Tower  case  and  others  to  the 
same  effect,  would  justify  recognition  of  them  as 
partners.  As  to  Albert  Eugene,  it  is  clear,  we 
think,  that  there  was  no  such  service  contribution. 
At  the  time  the  ^^partnership"  was  created,  he  was 
only  sixteen  years  of  age.  He  worked  some  in  the 
summer  of  1941  for  petitioner  as  a  crewman  on 
a  small  craft  and  on  a  pile  driver,  for  which  he 
received  a  small  hourly  wage.  In  the  summer  of 
1942,  he  worked  as  an  assistant  carpenter  on  the 
Ryan  job  for  an  hourly  wage  of  85  cents.  In  1943, 
he  performed  no  services  and  in  1944  he  entered 
the   United   States   Navy.   He   was   discharged    in 
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1946  and  soon  thereafter  enrolled  in  college.  It  ap- 
pears that  he  did  not  substantially  contribute  to 
the  control  and  management  of  the  business  or 
otherwise  perform  vital  additional  services.  Walter 
B.  is  in  a  different  position  in  that  he  was  older 
and  was  earning  a  salary  of  $35  per  week  before 
January  1,  1942,  and  $55  per  week  thereafter,  but 
that  fact  only  serves  to  refute  a  contribution  of 
such  services  by  him  as  would  support  a  partner- 
ship. He  was  paid  both  before  and  after  formation 
of  the  [50]  alleged  partnership  for  about  the  same 
services.  For  the  years  1943,  1944,  1945  and  1946, 
year-end  bookkeeping  entries  were  made  on  the 
books  of  the  ^^partnership",  purporting  to  adjust 
his  salary  to  a  basis  of  $4,800  per  year.  The  serv- 
ices he  performed  were  of  a  clerical  nature,  includ- 
ing timekeeping,  bookkeeping,  some  personnel  work 
and  the  like,  for  which  we  think  he  was  adequately 
paid  through  the  compensation  he  received  in  the 
form  of  salary.  Petitioner  stated,  at  the  hearing, 
that  Walter  B.  was  his  (petitioner's)  assistant  but 
produced  no  evidence  as  to  the  date  he  becam.e  such 
or  what  his  duties  were  in  that  capacity.  We  think, 
in  general,  that  services  do  not  greatly  affect  this 
case.  We  find  neither  son  adding  ^Wital  additional 
service"  which  would  take  the  place  of  capital  con- 
tributed because  of  formation  of  a  partnership. 

In  addition  to  the  above  inquiry  as  to  the  pres- 
ence of  these  elements  deemed  by  the  Tower  case 
essential  to  partnerships  recognizable  for  Federal 
tax  purposes,  other  facts,  in  our  opinion,  compel 
a  conclusion  that  there  is  not  here  presented  such 
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partnership.  Looking  at  all  the  facts,  we  can  not 
say  that  such  a  partnership  was  formed  January  1, 
1942.  Petitioner  testified  that  it  was  a  gradual 
change  into  a  partnership.  In  our  opinion,  the 
partnership  either  started  January  1,  1942,  or  not 
at  all.  The  fact  that  capital  accounts  were  not  set 
up  for  the  sons  until  March  31,  1943,  indicates  no 
partnership  on  the  alleged  date  of  formation,  Janu- 
ary 1,  1942.  The  date  first  appearing  on  Albert 
Eugene  Trepte's  withdrawal  accoimt  was  March 
27,  1943,  the  first  on  Walter  B.  Trepte's  with- 
drawaal  account  was  November  30,  1942.  Though 
it  is  claimed  by  petitioner  that  the  sons  had  free 
access  to  withdraw  their  share  of  the  profits  from 
the  business,  the  facts  presented  give  us  reason  to 
believe  otherwise.  According  to  the  books  presented 
in  this  case,  [51]  there  has  been  added  to  Walter 
B.  Trepte's  capital  account  $112,122.27,  indicating 
his  share  of  the  profit  of  the  Trepte  Construction 
Company  for  the  years  1942  to  1946,  inclusive.  His 
withdrawals  (including  September  26,  1947)  have 
been  approximately  $94,006.90.  Of  this  amount,  $2,- 
680  was  indicated  as  ^^ checks  drawn  to  Walter  B. 
Trepte"  and  $1,840.49  as  ''checks  drawn  for  Wal- 
ter B.  Trepte."  The  remainder  of  the  $94,006.90 
was  for  ''Note  and  interest,"  "Collector  of  Inter- 
nal Revenue"  and  "Franchise  Tax  Comm."  In  like 
manner  there  has  been  added  to  Albert  Eugene 
Trepte 's  capital  accoimt  $112,122.26  as  his  share 
of  the  profit  from  the  Trepte  Construction  Com- 
pany. His  withdrawals  (including  September  3, 
1947)  have  been  approximately  $80,375.37,  of  this 
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amount,  $2,000  was  indicated  as  ^^  Checks  drawn 
to  Albert  Eugene  Trepte"  and  $912.91  as  "checks 
drawn  for  Albert  Eugene  Trepte."  The  remainder 
of  the  $80,375.37  was  for  ''notes  and  interest," 
''Collector  of  Internal  Revenue"  and  "Franchise 
Tax  Comm."  There  is  nothing  in  the  record  to 
indicate  that  the  sons  exercised  any  freedom  in 
regard  to  withdrawal  of  their  share  of  the  profits. 
This  is  not  only  true  of  the  years  1942  and  1943, 
but  the  years  following. 

Neither  does  the  partnership  agreement  indicate 
a  true  partnership.  The  agreement  provides  that 
the  profits  and  losses  are  to  be  divided  as  follows: 
26  per  cent  to  petitioner,  26  per  cent  to  his  wife, 
and  24  per  cent  to  each  son.  However,  the  following 
statement  appears  in  paragraph  11  of  the  agree- 
ment: 

That  any  and  all  earnings  from  personal 
services  outside  of  this  family  co-partnership 
shall  be  given  due  consideration  in  allocating 
partnership  profits  and  losses. 

The  conflict  raises  doubt  in  our  minds  as  to  the 
real  intention  of  the  operation  of  the  business  in 
this  regard.  [52] 

The  partnership  agreement  further  provides  that 
petitioner  should  be  general  manager  of  the  "Part- 
nership." There  is  no  indication  that  the  sons  or 
wife  were  to  take  any  active  part  in  the  operation 
of  the  business.  Rather,  the  contrary  appears  to  be 
true  that  petitioner  would  continue  to  "run"  the 
business  as  before  January  1,  1942. 
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The  lack  of  reality  of  a  true  partnership  is  fur- 
ther demonstrated  in  the  fact  that  petitioner's  wife, 
Margaret  Trepte,  is  one  of  the  alleged  partners, 
yet  there  is  no  showing  whatsoever  of  contribnted 
capital  or  services  on  her  part,  as  required  by  the 
Tower  case.  There  is  no  showing  of  any  business 
activity  on  her  part  in  connection  with  the  ^^Part- 
nership." We  consider  the  lack  of  facts  in  this 
]^egard  important  in  our  consideration  of  the  reality 
of  the  ^^Partnership,"  i.  e.,  whether  the  four  mem- 
bers of  the  family  really  intended  to  operate  as  a 
partnership.  We  believe  they  did  not. 

Petitioner's  reliance  on  such  cases  as  Walter  J. 
Runyon,  8  T.  C.  350,  and  William  F.  Fischer,  5 
T.  C.  507,  is  of  no  avail  since  they  are  clearly 
distinguishable  for  the  instant  proceeding. 

As  to  the  partnership  question,  we  therefore,  hold 
for  the  respondent.  In  view  of  our  conclusion  it 
becomes  unnecessary  to  consider  the  second  issue. 

Decision  will  be  entered  for  the  respondent. 

Entered  May  28,  1948.  [53] 
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The  Tax  Court  of  the  United  States 
Washington 
Docket  No.  12515 

WALTER  TREPTE, 

Petitioner, 

vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determination  of  the  Court,  as 
set  forth  in  its  Memorandum  Findings  of  Fact  and 
Opinion,  entered  May  28,  1948,  it  is 

Ordered  and  Decided:  That  there  is  a  deficiency 
in  income  and  victory  tax  of  $23,183.84  for  the 
year  1943. 

/s/  R.  L.  DISNEY, 
Judge. 

Entered  May  28,  1948.  [54 
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The  Tax  Court  of  the  United  States 

Washington 

Docket  No.  12516 

MARGARET  TREPTE, 

Petitioner, 

vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determination  of  the  Court,  as 
set  forth  in  its  Memorandum  Findings  of  Fact  and 
Opinion,  entered  May  28,  1948,  it  is 

Ordered  and  Decided:  That  there  is  a  deficiency 
in  income  and  victory  tax  of  $29,480.82  for  the 
year  1943. 

/s/  R.  L.  DISNEY, 
Judge. 

Entered  May  28,  1948.  [55] 
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In   the   United   States   Circuit   Court   of   Appeals 
For  the  Ninth  Circuit 

T.  C.  Docket  No.  12515 

WALTER  TREPTE, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

T.  C.  Docket  No.  12516 

MARGARET  TREPTE, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PETITION  TO  REVIEW  DECISIONS  OF  THE 
TAX  COURT  OF  THE  UNITED  STATES 

To  the  Honorable,  the  Judges  of  the  United  States 
Circuit  Court  of  Appeals  for  the  Ninth  Circuit: 

Walter  Trepte  and  Margaret  Trepte,  husband 
and  wife,  the  petitioners  in  these  causes,  by  George 
H.  Stone  and  Wm.  D.  Morrison,  coimsel,  hereby 
file  their  petition  for  a  review  by  the  United  States 
Circuit  Court  of  Appeals  for  the  Ninth  Circuit  of 
the  Memorandum  Findings  of  Fact  and  Opinion, 
and  Decisions  by  The  Tax  Court  of  the  United 
States  entered  May  28,  1948,  Docket  Nos.  12515 
and  12516,  determining  deficiencies  in  the  petition- 
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ers'  United  States  individual  income  taxes  for  the 
calendar  years  1942  and  1943  as  follows: 


Petitioner 

Docket  No. 

Deficiency 

Walter  Trepte 

12515 

$23,183.84 

Margaret  Trepte 

12516 

29,480.82 

and  respectfully  show 


Venue 


This  petition  for  review  is  filed  pursuant  to 
provisions  [56]  of  sections  1141  and  1142  of  the 
Internal  Revenue  Code. 

The  petitioners,  Walter  Trepte  and  Margaret 
Trepte,  each  filed  his  or  her  Forms  1040,  United 
States  Individual  Income  Tax  Returns  for  the  cal- 
endar years  1942  and  1943  with  the  Collector  of 
Internal  Revenue  of  the  Sixth  District  of  Cali- 
fornia, which  district  includes  the  County  of  San 
Diego,  the  residence  of  the  petitioners;  that  subse- 
quent to  the  decisions  of  The  Tax  Court  of  the 
United  States,  rendered  May  28,  1948,  the  peti- 
tioners, in  lieu  of  bond  or  undertaking,  and  to  stop 
interest  from  accruing  in  connection  with  the  de- 
ficiencies claimed,  paid  to  the  aforesaid  Collector 
the  sum  of  $52,664.66  taxes,  together  with  interest 
in  the  sum  of  $13,516.11,  making  a  total  of  $66,- 
180.77. 

II. 

Nature  of  the  Controversy 

On  November  18,  1946,  each  of  the  petitioners 
herein  filed  with  The  Tax  Court  of  the  United 
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States,  pursuant  to  the  provisions  of  the  Internal 
Revenue  Code,  his  or  her  petition  requesting  the 
i-edetermination  of  the  deficiency  of  his  or  her 
United  States  individual  income  and  victory  taxes 
for  the  calendar  years  1942  and  1943  as  shown  by 
the  official  notice  of  the  deficiency  mailed  by  the 
respondent  to  each  of  the  aforesaid  petitioneis  un- 
der date  of  August  23,  1946,  as  follows: 

Years  1942  and  1943,  Walter  Trepte, 

Income  and  Victory  Tax $23,183.84 

Years  1942  and  1943,  Margaret  Trepte, 

Income  and  Victory  Tax $29,480.82 

The  respondent  filed  his  answers  December  31, 
1946,  admitting  the  jurisdictional  facts,  but  gen- 
erally denying  all  of  the  other  allegations  of  each 
of  the  petitions. 

The  petitions  to  The  Tax  Court  of  the  United 
States  of  each  of  the  petitioners  herein  allege  that: 

(a)  Articles  of  co-partnership  were  made  and  en- 
tered into  as  of  the  first  day  of  January,  1942, 
by  and  between  Walter  Trepte,  Margaret  Trepte, 
and  their  two  sons,  Walter  B.  Trepte  and  Albert 
Eugene  Trepte,  to  conduct  and  do  business  as  the 
'* Trepte  Construction  Co.,"  and  the  business  opera- 
tions were  conducted  and  carried  on  at  all  times 
herein  mentioned  according  to  the  valid  and  bind- 
ing Articles  of  Co-partnership,  which  agreement 
fixes  and  detei'mines  the  interests  each  of  the  co- 
])artners  shall  have  in  the  assets  of  the  Trepte  Con- 
struction Co.,  and  the  share  each  of  the  said  co- 
partners shall  have  in  the  net  income  or  losses  as 
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may  result  from  the  operations  of  the  business  for 
each  calendar  year. 

(b)  That  at  the  time  of  the  formation  of  the 
co-partnership  (Trepte  Construction  Co.)  namely, 
as  of  January  1,  1942,  Walter  Trepte,  the  peti- 
tioner herein,  assigned  to  the  said  co-partnership 
all  of  the  assets,  property,  and  business,  subject  to 
all  liabilities,  which  he  used  to  conduct  and  carry 
on  the  business  and  operations  as  the  Trepte  Con- 
struction Co.,  and  the  petitioner,  Walter  Trepte, 
also  duly  assigned  to  the  said  co-partnership  all  of 
his  interest  in  and  to  the  assets,  property,  business 
and  income,  which  was  one-half  interest,  in  the 
Golden  &  Trepte  Construction  Company,  also  as- 
signed all  joint  construction  ventures  and  all  profits 
and  losses  from  said  ventures,  as  well  as  all  out- 
side earnings  by  reason  of  his  personal  efforts. 

(c)  Walter  B.  Trepte  and  Albert  Eugene  Trepte, 
sons  of  the  petitioners,  purchased  their  respective 
interest  in  and  to  the  said  co-partnership  at  its  full 
book  value,  assumed  its  liabilities,  and  have  re- 
ceived their  share  of  the  income  of  said  co-partner- 
ship by  distribution  thereof  [58]  to  the  respective 
co-partners  according  to  the  terms  of  the  said 
Articles  of  Co-partnership,  which  share  of  the  net 
income  and  losses  to  each  is: 

Walter  Trepte  26% 

Margaret  Trepte  26% 

Walter  B.  Trepte  24% 

Albert  Eugene  Trepte  24% 

The  said  partners'  shares  of  the  income  under  the 
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terms  of  the  aforesaid  Articles  of  Co-partnership 
^vere  paid  over  to  each  of  the  said  co-partners  and 
used  by  each  of  the  said  co-partners  as  his  or  her 
sole  and  separate  property. 

(d)  Each  of  the  said  sons,  Walter  B.  Trepte  and 
Albert  Eugene  Trepte,  co-partners  under  the  Ar- 
ticles of  Co-partnership,  have  rendered  valuable 
services  to  the  co-partnership,  accepted  their  full 
share  of  the  responsibility  of  the  management  and 
control  of  the  Trepte  Construction  Co.,  and  that 
during  such  time  as  Albert  Eugene  Trepte  was  a 
member  of  the  armed  forces  of  the  United  States 
he  was  considered  a  member  of  the  said  co-partner- 
ship and  justly  entitled  to  his  distributive  share 
in  the  income,  and  said  share  was  so  paid  over  to 
him. 

(e)  The  Commissioner  failed  to  recognize  or  take 
into  consideration  the  Articles  of  Co-partnership, 
dated  January  1,  1942,  marked  Exhibit  ''B"  (Peti- 
tioners' Exhibit  1),  and  erroneously  included  in  the 
deficiency  statement,  marked  Exhibit  ''A"  ((Peti- 
tioners' Exhibits  4  and  5),  the  following  items  as 
taxable  income  to  each  of  the  petitioners  herein: 

As  to  petitioner,  Walter  Trepte: 

^^Business  income  $14,6e53.68,"  for  the  tnx.-ible 
year  ended  December  31,  1942,  and  ''Business  in- 
come $8,126.57,"  for  the  taxable  year  ended  De- 
cember 31,  1943;  the  ''Partnership  [59]  income 
increased  $12,484.31,"  for  the  taxable  year  ended 
December  31,  1942;  "Partnership  income  increased 
$5,155.51,"  for  the  taxable  year  ended  December 
31.  1943; 
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As  to  petitioner,  Margaret  Trepte: 

''Business  income  $14,653.68,"  for  the  taxable 
year  ended  December  31,  1942,  and  ''Business  in- 
come $8,126.57,''  for  the  taxable  year  ended  De- 
cember 31,  1943;  the  "Partnership  income  increased 
$16,252.19,"  for  the  taxable  year  ended  December 
31,  1942;  "Partnership  income  increased  $24,- 
643.39,"  for  the  taxable  year  ended  December  31, 
1943; 

whereas,  all  of  the  petitioner's,  Walter  Trepte, 
share  of  the  assets,  property,  business,  and  in- 
come of  the  Golden  &  Trepte  Construction  Com- 
pany had  been  duly  assigned  by  the  petitioner, 
Walter  Trepte,  to,  and  was  received  by,  the  co- 
partnership (Trepte  Construction  Co.) ;  that  the 
above  amounts  are  a  part  of  the  income  of  the 
Trepte  Construction  Co.,  w^hich  is  taxable  to  each 
of  the  co-partners  of  the  Trepte  Construction  Co. 
as  their  respective  partners'  shares  of  income  as 
returned  in  Forms  1065,  Treasury  Department, 
United  States  Partnership  Returns  of  Income  for 
the  calendar  years  1942  and  1943,  as  heretofore 
filed  by  the  Trepte  Construction  Co. 

The  Commissioner  of  Internal  Revenue  held  the 
Articles  of  Co-partnership  of  January  1,  1942,  to 
be  ineffective  for  income  tax  purposes  and  the  in- 
come reported  on  the  returns  of  the  said  partners 
for  the  calendar  years  1942  and  1943  were  ad, justed 
by  the  Commissioner  and  held  to  be  the  community 
property  of  Walter  Trepte  and  his  wife,  Margaret 
Trepte;  whereas,  the  income  as  shown  by  the  part- 
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nership  returns  was  the  income  of  Walter  Trepte, 
Margaret  Trepte,  husband  and  wife,  and  their  two 
sons,  Walter  B.  Trepte  and  Albert  Eugene  [60] 
Trepte,  pursuant  to  the  co-partnership  agreement 
of  January  1,  1942. 

The  Commissioner  determined  that  the  income 
from  the  Golden  &  Trepte  Construction  Company 
was  the  community  income  of  Walter  Trepte  an3 
his  wife,  Margaret  Trepte;  whereas,  the  income 
from  the  Golden  &  Trepte  Construction  Company 
was  a  source  of  income  to  the  Trepte  Construction 
Company  as  Walter  Trepte  had,  at  the  time  of  the 
creation  of  the  Articles  of  Co-partnership,  duly 
assigned  to  the  Trepte  Construction  Company  all 
of  his  assets,  property,  business  and  earnings  in 
the  Golden  &  Trepte  Construction  Company,  which 
was  one-half  interest. 

On  December  1  and  2,  1947,  the  causes  were  heard 
before  Honorable  Richard  L.  Disney,  Judge  of  the 
Tax  Court  of  the  United  States,  sitting  at  Los  An- 
geles, California.  Petitioners  and  respondent  each 
filed  an  opening  brief  and  each  filed  a  reply  brief 
and  the  causes  were  submitted  for  decision.  The 
Tax  Court  of  the  United  States  rendered  its  Mem- 
orandum Findings  of  Fact  and  Opinion  May  28, 
1948,  and  final  Orders  and  Decisions  were  duly 
entered  on  May  28,  1948,  finding  deficiencies  as  set 
forth  above. 

in. 

Designation  of  Court  of  Review 
The    said    petitioners,    being    aggrieved   by    the 
Memorandum  Findings  of  Fact  and  Opinion,  and 
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Orders  and  Decisions  of  the  Tax  Court  of  the 
United  States,  desire  a  review  thereof,  in  accord- 
ance with  the  provisions  of  the  Internal  Revenue 
Code,  by  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Ninth  Circuit,  within  which  Circuit 
is  located  the  office  of  the  Collector  of  Internal 
Revenue  to  whom  the  said  petitioners  made  their 
income  tax  returns  for  the  calendar  years  1942  and 
1943.  [61] 

IV. 
Assignments  of  Error 
Now  comes  the  petitioners,  Walter  Trepte  and 
Margaret  Trepte,  and  assign  as  error  in  the  Mem- 
orandum Findings  of  Facts  and  Opinion,  and  Or- 
ders and  Decisions,  the  following  acts  and  omis- 
sions of  the  Tax  Court  of  the  United  States: 

(1)  The  findings  of  the  Tax  Court  are  not  sup- 
ported by  the  evidence; 

(2)  The  failure  to  hold  that  the  Articles  of  Co- 
partnership of  the  Trepte  Construction  Co.,  dated 
January  1,  1942,  were  effective  as  of  said  date  and 
constituted  a  bona  fide  partnership  for  tax  pur- 
poses ; 

(3)  The  failure  to  find  that  the  petitioner,  Mar- 
garet Trepte,  and  each  of  the  sons  of  the  said  pe- 
titioner, Walter  B.  Trepte  and  Albert  Eugene 
Trepte,  contributed  capital  to  the  said  co-partner- 
ship; 

(4)  The  failure  to  hold  that  each  of  the  said 
sons,  Walter  B.  Trepte  and  Albert  Eugene  Trepte, 
contributed  vital  services  to  the  co-partnership; 

(5)  The  failure  to  find  that  each  of  the  said  sons, 
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Walter  B.  Trepte  and  Albert  Eugene  Trepte,  had 
a  share  in  the  management  and  control  of  the  busi- 
ness; 

(6)  The  failure  to  determine  that  there  was  a 
definite  relation  between  the  profits  allocated  to 
each  partner  and  the  value  of  the  services  rendered ; 

(7)  The  failure  to  find  that  there  was  no  casting 
about  for  a  legal  means  of  lessening  the  tax ; 

(8)  The  failure  to  find  that  the  formation  of  the 
present  co-partnership  by  and  between  the  mem- 
bers of  the  Trepte  family  constituted  a  bona  fide 
co-partnership  for  tax  and  all  other  purposes  of 
the  third  generation  of  the  Trepte  family  who  have 
constantly  carried  on  the  integrity  [62]  and  good 
will  of  the  construction  business  under  the  Trepte 
name; 

(9)  The  failure  to  find  that  Walter  B.  Trepte 
and  Albert  Eugene  Trepte  each  had  his  share  of 
the  profits  derived  from  the  partnership;  each  had 
control  of  his  share  of  the  profits;  and  each  son 
had  the  right  to  withdraw  his  share  of  the  profits 
without  being  hampered  by  his  parents  in  any  way ; 

(10)  The  failure  to  hold  that  the  partnership 
did  all  things  necessary  and  requisite  to  constitute 
a  partnership  as  provided  for  by  the  laws  of  the 
State  of  California,  and  by  the  Internal  Revenue 
Code,  more  specifically  Sections  181,  182,  183,  187 
and  3797; 

(11)  The  finding  of  deficiencies  for  the  years 
1942  and  1943  in  lieu  of  a  determination  that  there 
is  no  income  tax  due  from  the  petitioners,  Walter 
Trepte  and  Margaret  Trepte,  for  either  of  the  years 
in  controversy ; 
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(12)  The  Tax  Court  of  the  United  States  erred 
in  rendering  its  decisions  for  respondent. 

Wherefore,  petitioners  pray  that  said  errors  be 
corrected  and  the  judgment  and  findings  of  said 
Tax  Court  be  reversed. 

/s/  WALTER  TREPTE, 
Petitioner. 

/s/  MARGARET  TREPTE, 
Petitioner. 

/s/  GEORGE  H.  STONE, 

Counsel  for  Petitioner. 

/s/  WM.  D.  MORRISON, 

Counsel  for  Petitioner. 

(Affidavits  of  Verification  attached.) 

[Endorsed] :  T.C.U.S.  Filed  Aug.  23,  1948.  [64] 


[Title  of  IT.  S.  Court  of  Appeals  and  Causes.] 

NOTICE  OF  FILING  PETITION  TO  REVIEW 
DECISIONS  OF  THE  TAX  COURT  OF 
THE  UNITED  STATES 

To:  Commission  of  Internal  Revenue,  Internal 
Revenue  Building,  Washington,  D.  C. ;  Charles 
OUphant,  Attorney  for  Respondent,  Chief  Coun- 
sel, Bureau  of  Internal  Revenue,  Washington, 
D.  C. 

You  are  hereby  notified  that  the  petitioners,  Wal- 
ter Trepte  and  Margaret  Trepte,  on  the  23rd  day 
of  August,  1948,  filed  with  the  Clerk  of  The  Tax 
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Court  of  the  United  States,  Washington,  D.  C,  a 
petition  for  review  by  the  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit  of  the  de- 
cisions of  The  Tax  Court  of  the  United  States  here- 
tofore rendered  in  the  above-entitled  causes.  A 
copy  of  the  petition  for  review  and  the  assignments 
of  error  as  filed  is  hereto  attached  and  served  upon 
you. 

Dated  at  San  Diego,  California,  this  23rd  day  of 
August,  1948. 

Respectfully, 

/s/  GEORGE  H.  STONE, 

Counsel  for  Petitioner. 

/s/  WM.  D.  MORRISON, 

Counsel  for  Petitioner. 

(Acknowledgment  of  Service.) 

[Endorsed] :  T.C.U.S.  Filed  Aug.  23,  1948.  [66] 
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The  Tax  Court  of  the  United  States 

Docket  Nos.  12515  and  12516 

WALTER  TREPTE  and  MARGARET  TREPTE, 

Petitioners, 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

STIPULATION  OF  FACTS 

It  is  hereby  stipulated  by  and  between  the  above- 
entitled  Petitioners  and  the  Commissioner  of  In- 
ternal Revenue,  by  their  respective  and  undersigned 
attorneys,  that  the  following  facts  may  be  accepted 
as  true  reserving  to  either  party  the  right  to  intro- 
duce any  proper  evidence  not  inconsistent  there- 
with : 

FACTS 

1.  The  petitioner,  Walter  Trepte,  is  an  individual 
with  a  principal  office  at  2001  Kettner  Boulevard. 
San  Diego,  California. 

2.  The  petitioner,  Margaret  Trepte,  is  the  wife 
of  the  petitioner,  Walter  Trepte,  and  resides  with 
him  at  736  Rosecrans,  San  Diego,  California. 

3.  For  many  years  prior  to  January  1,  1942,  pe- 
titioner, Walter  Trepte,  was  doing  a  general  con- 
tracting and  construction  business  in  San  Diego 
Coimty,  California,  the  business  and  its  assets  be- 
ing the  commimity  property  of  him  and  his  wife, 
Margaret  Trepte.  [67] 

4.  As  of  January  1,   1942,  Walter  Trepte  and 
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Margaret  Trepte,  the  petitioners  herein,  and  Walter 
B.  Trepte  and  Albert  Eugene  Trepte,  their  sons, 
executed  a  document  entitled^* Articles  of  Co-part- 
nership,'' a  photostatic  copy  whereof  may  be  re- 
ceived in  evidence  as  petitioner's  Exhibit  1. 

5.  Walter  B.  Trepte,  the  son  of  petitioners,  Wal- 
ter Trepte  and  Margaret  Trepte,  was  born  Novem- 
ber 6,  1918,  and  is,  therefore,  29  years  of  age. 

6.  Albert  Eugene  Trepte,  the  son  of  petitioners, 
Walter  Trepte  and  Margaret  Trepte,  was  born  Sep- 
tember 8,  1925,  and  is,  therefore,  22  years  of  age. 

7.  Partnership  return  of  said  Trepte  Construc- 
tion Company  for  the  year  1942  w^as  filed  with  the 
Collector  of  the  Sixth  District  of  California,  which 
return  may  be  received  in  evidence  as  Joint  Ex- 
hibit 2-A. 

8.  Partnership  return  of  said  Trepte  Construc- 
tion Company  for  the  year  1943  was  filed  with  the 
Collector  of  the  Sixth  District  of  California,  which 
return  may  be  received  in  evidence  as  Joint  Ex- 
hibit 3-B. 

9.  Letter  and  deficiency  statement  from  Commis- 
sioner of  Internal  Revenue  was  mailed  to  petition- 
er, Walter  Trepte,  on  August  23,  1946,  which  letter 
and  statement  of  deficiency  may  be  received  in  evi- 
dence as  petitioner's  Exhibit  4. 

10.  Letter  and  deficiency  statement  from  Com- 
missioner of  Internal  Revenue  was  mailed  to  peti- 
tioner, Margaret  Trepte,  on  August  23,  1946,  which 
letter  and  statement  of  deficiency  may  be  received 
in  evidence  as  petitioner's  Exhibit  5.  [68] 

11.  Walter  Trepte  and  Margaret  Trepte,  parents 
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of  Albert  Eugene  Trepte,  on  April  18,  1942,  exe- 
cuted an  instrument  entitled  ''Declaration  of  Eman- 
cipation of  Minor,"  which  may  be  received  in  evi- 
dence as  petitioner's  Exhibit  6. 

12.  Said  Albert  Eugene  Trepte  did,  on  April  22, 
1947,  after  he  was  of  age,  execute  an  instriunent 
purporting  to  ratify  and  confirm  his  act  in  execu- 
tion of  the  document  entitled  ''Articles  of  Co- 
partnership," Joint  Exhibit  1 — which  may  be  re- 
ceived in  evidence  as  petitioner's  Exhibit  7. 

13.  The  original  of  a  document  purporting  to  be 
a  note  executed  by  Albert  Eugene  Trepte  to  Walter 
Trepte  and  Margaret  Trepte,  dated  January  1, 
1942,  for  $29,941.17,  with  the  endorsements  thereon, 
may  be  received  in  evidence  as  petitioner's  Ex- 
hibit 8. 

14.  The  original  of  a  document  purporting  to  be 
a  note  executed  by  Walter  B.  Trepte  to  Walter 
Trepte  and  Margaret  Trepte,  dated  January  1, 
1942,  for  $29,941.17,  with  the  endorsements  thereon, 
may  be  received  in  evidence  as  petitioner's  Ex- 
hibit 9. 

15.  The  payroll  record  of  payments  to  Walter 
B.  Trepte  on  the  payroll  sheets  of  Walter  Trepte 
for  July  5,  12  and  25th  and  August  2,  9,  16,  23,  and 
30th,  1935,  and  July  9,  16,  23  and  30th  and  August 
7,  14,  and  20th,  1936,  may  be  received  in  evidence 
as  Petitioner's  Exhibit  10.  [69] 

16.  The  Employees  Account  record  of  Walter  B. 
Trepte  from  the  books  of  Walter  Trepte  for  the 
years  1937,  1938,  1939,  1940,  1941  and  1942,  photo- 
static copy  of  which  may  be  received  in  evidence 
as  petitioner's  Exhibit  11. 
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17.  Photostatic  copies  of  the  Employees  Account 
record  of  Albert  Eugene  Trepte  from  the  books  of 
Walter  Trepte  for  the  year  1941  and  Trepte  Con- 
struction Company  for  the  year  1942  may  be  re- 
ceived in  evidence  as  petitioner's  Exhibit  12. 

18.  Photostatic  copy  of  five  ledger  sheets  of  Ac- 
count No.  293  captioned  ^^  Walter  B.  Trepte  With- 
drawals'' of  the  books  of  account  of  Trepte  Con- 
struction Company,  being  ledger  sheet  for  1942  and 
sheet  No.  1  for  1943  and  Nos.  1,  2  and  3  from  De- 
cember 1943  to  and  including  October  8,  1947,  may 
be  received  in  evidence  as  petitioner's  Exhibit  13. 

19.  Cancelled  checks  of  Trepte  Construction 
Company  of  date,  number,  payee  and  amount  as 
follows  are  the  paid  vouchers  for  expenditures  in 
Account  No.  293,  Exhibit  13: 

Date  Num,ber       Payee  Amount 

11/  2/42  4504X  Walter  B.  Trepte $      55.00 

11/  9/42  4518X  Walter  B.  Trepte 55.00 

11/19/42  4585X  Walter  B.  Trepte 110.00 

11/28/42  4590X  Walter  B.  Trepte 55.00 

12/  4/42  4597Y  Walter  B.  Trepte 55.00 

12/19/42  4655Y  Walter  B.  Trepte  110.00 

12/28/42  4661Y  Walter  B.  Trepte 55.00 

1/  2/43  4665Z  Walter  B.  Trepte  55.00 

1/  9/43  4722Z  Walter  B.  Trepte  55.00 

1/25/43  5009Z  Walter  B.  Trepte  165.00 

1/30/43  5016Z  Walter  B.  Trepte  55.00 

2/  5/43  5027  Walter  B.  Trepte 55.00 

2/12/43  6009  Walter  B.  Trepte 55.00 

2/22/43  6025  Walter  B.  Trepte  55.00 

2/26/43  6037  Walter  B.  Trepte 55.00 

3/  6/43  6057  Walter  B.  Trepte 55.00 

3/12/43  6125  Walter  B.  Trepte  .-.. 55.00 

3/19/43  6141  Walter  B.  Trepte 50.00 

3/26/43  6154  Walter  B.  Trepte 55.00 

3/15/43  6131  U.  S.  Collector  of  Int.  R^v 3,509.15 
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Date  Number       Payee  Amount 

4/  3/43  8        Walter  B.  Trepte 55.00 

4/  9/43  19         Walter  B.  Trepte 55.00 

4/16/43  100        Walter  B.  Trepte 55.00 

4/  7/43  13         California  State  Treasurer 388.19 

4/23/43  108        Walter  B.  Trepte 55.00 

4/30/43  119        Walter  B.  Trepte 55.00 

5/  7/43  125         Walter  B.  Trepte 55.00 

5/14/43  217         Walter  B.  Trepte 55.00 

5/21/43  228        Walter  B.  Trepte 55.00 

5/28/43  241         Walter  B.  Trepte 55.00 

6/10/43  279        Mission  Florists  10.30 

6/  3/43  248        Walter  B.  Trepte  55.00 

6/11/43  303        Walter  B.  Trepte 55.00 

6/12/43  306         Collector  of  Internal  Revenue 3,509.15 

6/17/43  322        Walter  B.  Trepte 55.00 

6/24/43  335        Walter  B.  Trepte 55.00 

7/  2/43  348        Walter  B.  Trepte 55.00 

7/  9/43  410        Walter  B.  Trepte 55.00 

7/15/43  429         Walter  B.  Trepte 55.00 

7/22/43  443         Walter  B.  Trepte 55.00 

7/30/43  455        Walter  B.  Trepte 55.00 

8/  5/43  466        Walter  B.  Trepte 55.00 

8/12/43  547         California  State  Treasurer 388.19 

8/13/43  551         Walter  B.  Trepte  55.00 

8/20/43  562        Walter  B.  Trepte 55.00 

8/26/43  573        Walter  B.  Trepte 55.00 

9/  2/43  586        Walter  B.  Trepte 55.00 

9/  9/43  590        Walter  B.  Trepte  55.00 

9/13/43  680         Collector  of  Internal  Revenue 3,509.14 

9/16/43  696         Walter  B.  Trepte 6,554.74 

12/10/43  1017         U.  S.  Collector  of  Int.  Rev 3,509.14 

12/10/43  1021         Franchise  Tax  Commissioner 388.20 

12/21/43  1041         Walter  B.  Trepte 5,000.00 

3/13/44  1377         U.  S.  Collector  of  Int.  Rev 2,602.24 

4/11/44  1510        State  Treasurer  446.88 

4/11/44  1513         Collector  of  U.  S.  Int.  Rev 710.00 

6/12/44  1813         Collector  of  U.  S.  Int.  Rev 1,420.00 

7/13/44  F        County  Treasurer  42.34 

7/21/44  1984        Walter  B.  Trepte 5,302.38 

9/  8/44  2708         Collector  of  U.  S.  Int.  Rev 1^950.00 

12/21/44  2446        Walter  B.  Trepte 5,500.00 
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Date  Number       Payee  Amount 

3/10/45  8646        Franchise  Tax  Commissioner 104.38 

6/  4/45  4200        Collector  of  U.  S.  Int.  Rev 840.59 

9/  4/45  4758         Collector  of  U.  S.  Int.  Rev 900.00 

10/26/45  5086         John  M.  Hotaling 23.84 

12/28/45  5455         Walter  B.  Trepte 10,500.00 

1/11/46  5589         Collector  of  U.  S.  Int.  Rev 13,000.00 

3/23/46  6036  San  Diego  Wholesale  Supply  Co.        80.46 

3/29/46  6058         Franchise  Tax  Commissioner 638.46 

4/26/46  6274        Concord  Radio  Corp 17.66 

5/23/46  6473         New  York  Life  Insurance  Co 301.00 

6/10/46  6625        Collector  of  U.  S.  Int.  Rev 1,227.76 

6/24/46  6682        Railway  Express  Agency 22.44 

7/15/46  6846        Walter  B.  Trepte 100.00 

7/18/46  6864        J.  M.  Hotaling  18.74 

7/24/46  6883         Asbestos  Products  Co 33.95 

8/23/46  7117         Concord  Radio  Corp 15.85 

9/11/46  7283         Collector  of  U.  S.  Int.  Rev 1,700.00 

9/25/46  7363  Hotel  Plaza,  San  Francisco,  Cal.          6.00 

11/19/46  7747  Clarion  Sound  Engineering  Co...        97.50 

12/31/46  7989         Collector  of  U.  S.  Int.  Rev 8,900.00 

1/24/47  8151  Clarion  Sound  Engineering  Co...        11.00 

1/27/47  A        D.  G.  King  161.75 

2/  9/47  B         Don  G.  King 165.79 

3/  5/47  8439         Thearle  Music  Co 577.31 

3/11/47  8525         Collector  of  U.  S.  Int.  Rev 847.80 

8/27/47  8571         Franchise  Tax  Commissioner 648.21 

4/  2/47  8594        New  York  Life  Insurance  Co 391.40 

5/17/47  C        Julio  Alvarez  10.00 

5/28/47  8964        Bekins  Van  &  Storage  Co 26.74 

6/  6/47  9016        Wright  Refrigeration  Inc 60.00 

6/  6/47  9033         Collector  of  U.  S.  Int.  Rev 2,940.00 

7/23/47  9331         Precision  Radio  144.15 

7/24/47  D         M.  R.  Montgomery  -. 12.00 

9/  2/47  9516         Collector  of  U.  S.  Int.  Rev 2,940.00 

9/15/47  9643        L.  E.  Behymer  50.00 

9/13/47  E         The  Music  Den 92.70 

9/26/47  9664        Cash  -.        50.00 

20.  Photostatic  copy  of  four  ledger  sheets  of  Ac- 
count No.  294  captioned  '^Albert  Eugene  Trepte 
Withdrawals"  of  the  books  of  account  of  Trepte 
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Construction  Company,  being  ledger  sheet  for  1943 
and  sheets  Nos.  1,  2  and  3  from  May,  1943,  to  and 
including  October  14,  1947,  may  be  received  in  evi- 
dence as  petitioner's  Exhibit  14. 

21.  Cancelled  checks  of  Trepte  Construction 
Company  of  date,  number,  payee  and  account  as  fol- 
lows are  the  paid  vouchers  for  expenditures  in  Ac- 
count No.  294,  Exhibit  14; 

Date  Number       Payee  Amount 

3/15/43  6132         U.  S.  Collector  of  Int.  Rev $3,103.30 

4/  8/43  14         California  State  Treasurer  329.04 

5/  3/43  121         Albert  E.  Trepte  750.00 

6/12/43  307  Collector  of  Internal  Revenue....  3,103.30 

9/16/43  699         Albert  E.  Trepte  6,554.74 

9/13/43  681  Collector  of  Internal  Revenue....  3,103.31 

8/12/43  548         California  State  Treasurer 329.04 

12/21/43  1043         Albert  E.  Trepte  5,000.00 

12/10/43  1022  Franchise  State  Commissioner....      329.03 

12/10/43  1018         U.  S.  Collector  of  Int.  Rev 3,103.30 

6/12/44  1814        Collector  of  U.  S.  Int.  Rev 1,420.00 

4/11/44  1514        Collector  of  U.  S.  Int.  Rev 710.00 

4/11/44  1511         State  Treasurer  346.76 

3/13/44  1376         Collector  of  U.  S.  Int.  Rev 2,247.29 

7/21/44  1985        Albert  E.  Trepte  5,302.38 

9/  3/44  1-B         Marshall  Fridley  35.00 

8/  9/44  1-A         Marshall  Fridley  35.00 

9/27/44  1-C        Walter  E.  Smith  425.00 

9/  8/44  2709         Collector  of  U.  S.  Int.  Rev 925.00 

10/12/44  1-D         Marshall  Fridley  35.00 

11/  3/44  3046        Julius  Sturz  76.88 

11/10/44  1-E         Marshall  Fridley  35.00 

12/10/44  1-F        Marshall  Fridley  35.00 

12/26/44  2455        Albert  Eugene  Trepte 5,227.40 

3/10/45  3647         Franchise  Tax  Commissioner 55.65 

9/  4/45  4759         Collector  of  U.  S.  Int.  Rev 52.23 

12/28/45  5456         Albert  Eugene  Trepte 10,463.27 

1/11/46  5590         Collector  of  U.  S.  Int.  Rev 11,150.00 

3/29/46  6059         Franchise  Tax  Commissioner 428.77 

4/  3/46  6077  SEA— The  Pac.  Yachting  Mag...         2.05 
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Date  Number        Payee  Amount 

6/10/46  6626         Collector  of  U.  S.  Int.  R«v 610.97 

7/  9/46  6748         The  Coronado  97.38 

5/16/46  6451         California  Polytechnic  School 10.00 

9/  7/46  7223         Eugene  Trepte  500.00 

9/11/46  7284        Collector  of  IT.  S.  Int.  Rev 1,325.00 

12/31/46  7990         Collector  of  U.  S.  Int.  Rev 7,025.00 

1/27/47  8157         Treas.  of  U.  S.  c/o  Vet.  Admin 6.40 

2/18/47  8344        Treasurer  of  the  U.  S 6.40 

3/11/47  8526         Collector  of  U.  S.  Int.  Rev 300.55 

3/27/47  8572         Franchise  Tax  Commissioner 417.13 

3/28/47  8580         Treasurer  of  the  U.  S 6.40 

4/25/47  8762         Treasurer  of  the  U.  S 6.40 

6/  2/47  8970         Treasurer  of  the  U.  S 6.40 

6/  6/47  9034        Collector  of  U.  S.  Int.  Rev 2,250.00 

7/18/47  9326         Treasurer  of  the  U.  S 6.40 

8/15/47  9490         Treasurer  of  the  U.  S 6.40 

9/  2/47  9517         Collector  of  U.  S.  Int.  Rev 2,250.00 

9/  3/47  9522         Eugene  Trepte  150.00 

9/  3/47  9524         Eugene  Trepte  600.00 

22.  Photostatic  copies  of  ledger  sheets  of  Account 
No.  283  captioned  ^^Walter  B.  Trepte  Capital"  on 
the  books  of  account  of  Trepte  Construction  Com- 
pany, being  2  sheets  for  1943  and  1943  through 
1946  may  be  received  in  evidence  as  petitioner's 
Exhibit  15. 

23.  Photostatic  copies  of  ledger  sheets  of  Ac- 
count No.  284  captioned  ^^  Albert  Eugene  Trepte 
Capital"  on  the  books  of  account  of  Trepte  Con- 
struction Company,  being  2  sheets,  1  for  1943  and 
1  for  1943  through  1946,  may  be  received  in  evi- 
dence as  petitioner's  Exhibit  16. 

24.  A  1942  income  tax  return  was  filed  by  Walter 
Trepte  with  the  Collector  of  the  Sixth  District  of 
California,  which  return  may  be  received  in  evi- 
dence as  Joint  Exhibit  17-C. 
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25.  A  1943  income  tax  return  was  filed  by  Wal- 
ter Trepte  with  the  Collector  of  the  Sixth  District 
of  California,  which  return  may  be  received  in  evi- 
dence as  Joint  Exhibit  18-D. 

26.  A  1942  income  tax  return  was  filed  by  Mar- 
garet Trepte  with  the  Collector  of  the  Sixth  Dis- 
trict of  California,  which  return  may  be  received 
in  evidence  as  Joint  Exhibit  19-E.  [75] 

27.  A  1943  income  tax  return  was  filed  by  Mar- 
garet Trepte  with  the  Collector  of  the  Sixth  Dis- 
trict of  California,  which  return  may  be  received 
in  evidence  as  Joint  Exhibit  20~F. 

28.  Attached  hereto  is  certified  copy  of  docu- 
ment entitled  ^^Certificate  of  Partnership  of  Fic- 
titious Name''  of  Trepte  Construction  Company, 
dated  May  11,  1942,  which  may  be  received  in  evi- 
dence as  petitioner's  Exhibit  21. 

29.  Either  party  to  this  proceeding  may  with- 
draw any  of  the  Exhibits  referred  to  in  this  Stipu- 
lation by  substituting  a  true  photostatic  copy 
thereof. 

Dated:  November  24,  1947. 

/s/  GEORGE  H.  STONE, 

Counsel  for  Petitioner, 
/s/  WM.  D.  MORRISON, 

Counsel  for  Petitioner, 
/s/  CHARLES  OLIPHANT,  E.C.C., 
Chief  Counsel, 

Bureau  of  Internal  Revenue, 
Coimsel,  for  Respondent. 
J.H.P.  11/29/47;  B.H.N.,  E.C.C.,  11/29/47;  CO., 
E.C.C.,  11/29/47. 

[Endorsed] :  T.C.U.S.  Filed  Dec.  1,  1947.   [76] 
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Official  Report  of  Proceedings  Before 
The  Tax  Court  of  the  United  States 

Docket  Nos.  12515,  12516 

WALTER  TREPTE  and  MARGARET  TREPTE, 

Petitioners, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

EXCERPTS  PROM  THE  TRANSCRIPT  OP 
TESTIMONY 

Hearing  at  Los  Angeles,  Calfiornia 

Date:  December  1  and  2,  1947 

Before:  Honorable  Richard  L.  Disney,  Judge. 

Appearances:  George  H.  Stone,  1004  San  Diego 
Trust  and  Savings  Building,  San  Diego  1,  Cali- 
fornia, and  William  D.  Morrison,  625  Bank  of 
America  Building,  San  Diego,  California,  appear- 
ing for  the  Petitioners.  John  H.  Pigg,  (Honorable 
Charles  Oliphant,  Chief  Counsel,  Bureau  of  Inter- 
nal Revenue),  appearing  for  the  Respondent.  [154] 

WALTER  B.  TREPTE 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioners, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows: 

The  Clerk:    Will  you  state  your  name? 

The  Witness:    Walter  B.  Trepte. 

The  Court:    Now,  Mr.  Clerk,  I  don't  think  we 
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made  it  sufficiently  plain  to  these  witnesses  and  they 
might  not  understand.    Go  out  and  inform  them 
that  they  are  not  to  remain  within  earshot  of  the 
testimony  and  not  to  listen  to  the  testimony. 
The  Clerk:    Yes,  your  Honor. 

Direct  Examination 

By  Mr.  Stone: 

Q.  You  are  the  son  of  Walter  Trepte  and  Mar- 
garet Trepte?  [78]  A.     That  is  right. 

Q.  The  Petitioners  in  this  case  ?  A.     Right. 

Q.  You  are  29  years  of  age?  A.     Right. 

Q.  Live  in  San  Diego?  A.     Right. 

Q.  How  long  have  you  lived  there? 

A.  29  years. 

Q.  What  schooling  do  you  have? 

A.  Grammar  school,  high  school  and  half  a  year 
of  college. 

Q.  What  college?  A.    Cal.  State. 

Q.  Did  you  ever  work  for  your  father  in  his 
construction  business  prior  to  January  1st,  1942? 

A.  Yes. 

Q.  When  did  you  first  work  for  him  ? 

A.  The  smnmer  of  1935. 

Q.  Did  you  work  in  1936? 

A.  Worked  in  1936. 

Q.  For  how  much  of  the  year? 

A.  Summer,  two  months. 

Q.  In  1937,  what  did  you  work? 

A.  I  didn't  work  at  all  in  1937.  [79] 

Q.  In  1938? 

A.  I  worked  in  the  fall  of  1938. 
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(Testimony  of  Walter  B.  Trepte.) 

Q.     Did  you  work  at  all  in  1939? 

A.    All  of  1939. 

Q.  During  those  times  what  were  you  doing,  all 
the  times  I  mentioned. 

A.  In  1935  I  was  a  truck  driver,  and  in  1936 
just  on  the  truck  driving,  and  1938  I  worked  in  the 
office  as  assistant  to  the  bookkeeper,  and  timekeep- 
er, and  various  duties  around  the  office  that  are 
rather  hard  to  classify. 

Q.     Did  you  work  in  1940? 

A.     In  1940,  from  July  on. 

Q.    Where  did  you  work? 

A.  July  and  August,  or  July,  I  went  to  work 
for  Walter  Trepte.  From  August  on  to  the  end 
of  the  year  for  Golden  and  Trepte. 

Q.    Where?  A.    At  North  Island. 

Q.    What  were  you  doing? 

A.    I  was  in  the  timekeeping  office. 

Q.    Did  that  occupation  keep  up  the  rest  of  1940  ? 

A.    That  completed  1940. 

Q.     1941  where  did  you  work? 

A.  January  through  May  or  June  I  continued 
to  work  at  the  Naval  Air  Station,  timekeeping  of- 
fice, and  tlien  from  [80]  July  on  to  the  end  of 
the  year  I  worked  for  Golden  &  Trepte  Construc- 
tion Company  at  the  naval  fuel  depot. 

Q.     The  naval  fuel  depot  is  in  San  Diego  ? 

A.     That  is  right. 

Q.  And  the  naval  air  station  where  you  were 
working  is  in  San  Diego  Harbor? 

A.    That  is  San  Diego,  yes. 
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(Testimony  of  Walter  B.  Trepte.) 

Q.  What  work  were  you  doing  at  the  naval  air 
station  and  at  the  fuel  depot? 

A.  At  the  naval  air  station  for  the  full  time  I 
was  there  I  was  in  the  timekeeping  office.  At  the 
fuel  depot  I  was  in  charge  of  personnel  and  time- 
keeping, did  some  of  the  bookkeeping,  took  care  of 
certain  security  work  that  the  navy  requested. 

Q.  In  that  position  did  you  do  any  hiring  and 
firing  of  the  men?  A.     All  of  it. 

Q.    Was  it  all  office  work? 

A.     Practically  all,  yes. 

Q.  You  entered  into  this  partnership  agreement 
which  has  been  referred  to  here,  dated  January  1, 
1942,  did  you?  A.    Yes. 

Q.  Was  that  talked  over  between  you,  your 
father  and  mother  before  it  was  made  ? 

A.    Fully  discussed,  yes.  [81] 

Q.  Do  you  have  any  physical  disability  that  pre- 
vents you  from  doing  outside  hard  physical  labor? 

A.    No,  none  that  I  know  of. 

Q.     You  did  have  at  one  time. 

A.     Yes,  at  one  time  I  did  have. 

Q.    Entirely  free  of  it?  A.    Yes. 

Q.  The  discussion  of  the  making  of  the  partner- 
ship agreement,  if  you  can  remember,  what  was  the 
first  brought  out,  at  what  time? 

A.     As  I  remember,  it  was  in  the  fall  of  1941. 

Q.  Was  the  immediate  cause  or  purpose  of  that 
discussion  mentioned  by  your  father  at  that  time  ? 

A.  It  was  generally  spoken  of  as  a  possibility 
of  so  many  trips  by  plane  to  San  Clemente  Island. 
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(Testimony  of  Walter  B.  Trepte.) 
To  land  at  San  Clemente  Island  was  very  treacher- 
ous, there  are  certain  dangers  to  a  plane,  so  he  felt 
that  at  the  time  some  of  the  operation  of  the  com- 
pany should  be  put  into  other  hands  besides  his  own. 

Q.  That  operation  at  San  Clemente  Island  was 
under  whose  jurisdiction? 

A.  It  was  in  conjunction  with  the  Golden  & 
Trepte  Construction  Company. 

Q.    Did  your  father  take  trips  to  the  island? 

A.    Quite  often.  [82] 

Q.    By  what  means? 

A.    Airplane  altogether. 

Q.     Do  you  know  how^  far  that  is  from  the  coast? 

A.    Oh,  I  would  say  about  100  miles. 

Q.    You  have  never  been  there? 

A.    Yes,  I  was  there  once. 

Q.  What  compensation  did  you  draw  during 
that  time  from  1935  through  1941? 

A.  Well,  just  pay.  I  was  on  the  payroll  as  an 
employee. 

Q.    At  what  rate? 

A.  Well,  it  went  up  as  time  went  along.  It  start- 
ed out  at  about  $15  a  week,  went  up  to  around  $20, 
$22.50,  up  to  $25  and  $30.  As  I  remember  when  I 
worked  for  Golden  &  Trepte  it  stopped  at  around 
$35. 

Q.  Since  the  formation  of  the  partnership,  Jan- 
uary 1,  1942,  where  have  you  worked? 

A.  Let's  see.  The  first  three  months  of  1943  and 
four  months  of  1942  I  worked  for  Golden  &  Trepte 
finishing  up  this  naval  fuel  depot  contract  that  was 
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(Testimony  of  Walter  B.  Trepte.) 
in  process  of  being  completed.  And  then  toward 
the  end  of  that,  which  was  about  June  or  July,  I 
went  to  work  for  the  Golden  Trepte  Company  at 
the  Rohr  Aircraft  Corporation  and  then  in  about 
October  or  November  I  went  to  the  Golden  Trepte 
Construction  Company  at  the  naval  air  station  on 
North  Island,  and  I  [83]  stayed  there  until  the 
completion  of  the  contract  in  approximately  Oc- 
tober or  November  of  1943,  and  then  from  then  on 
until  about,  I  believe  about  the  middle  of  1944  I 
worked  again  at  the  Rohr  Aircraft  Corporation 
for  the  Trepte  Construction  Company,  and  then 
following  that  except  for  a  brief  period  of  about 

four  months  on  the  navv  contract  at  the  naval  air 

*/ 

station  I  worked  on  the  Trepte  Construction  Com- 
pany work. 

Q.  How  were  you  paid  during  that  period  from 
January  1st,  1942  on? 

A.     Paid  a  regular  salary. 

Q.     From  Trepte  Construction  Company? 

A.     Prom  Trepte  Construction  Company,  yes. 

Q.  Did  you  also  receive  payment  on  the  payrolls 
of  the  company  on  the  other  jobs. 

A.  Yes.  At  the  second  Rohr  job,  it  was  a  DPC 
contract,  I  received  extra  remuneration. 

Q.  What  was  done  with  the  extra  remunera- 
tion? 

A.    That  was  payed  back  into  the  partnership. 

Q.    Into  the  Trepte  Construction  Company? 

A.    That  is  right. 

Q.    How   much   per   week   were   you   receiving 
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from  the  Trepte  Construction  Company  from  1942 

to  1946?  A.    Fifty-five  dollars. 

Q.    Fifty-five  dollars  a  week?  [64] 

A.    Yes. 

Q.  During  that  period  from  1942  to  the  present, 
you  had  no  other  remmieration,  did  you? 

A.    Just  that  that  was  received  from  Rohr. 

Q.  Any  adjustment  of  salaries  in  the  partner- 
ship? 

A.  Yes,  there  was  an  adjustment  at  the  end  of 
each  year  up  to  a  sum  of  around  forty-eight  hun- 
dred dollars. 

Q.  You  mean  adjusting  that  fifty-five  dollars  a 
week  up  to  the  amount  of  forty-eight  hundred  dol- 
lars a  year?  A.    That  is  right,  yes. 

Q.    For  what  years  was  that  done? 

A.     1943,  1944,  I  believe  1945,  1946. 

Q.  At  that  time  was  there  any  adjustment  of 
your  father's  drawing? 

A.  I  believe  there  was,  but  I  can't  remember 
the  exact  figure. 

Q.  In  the  last  two  years,  what  have  been  your 
duties  for  Trepte  Construction  Co.? 

A.  Well,  to  generalize  I  would  say  ofl&ce  man- 
ager. 

Q.    Are  you  hiring  and  firing  people? 
A.    Yes. 

Q.    Do  you  ever  sign  checks?  A.    Yes. 

Q.  Under  the  partnership  agreement,  you  have 
a  twenty-four  percent  interest  in  the  partnership 
I^rofits.   Do  you  use  any  of  those  proceeds  for  your 
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own  personal  use?  A.     No. 

Q.  Some  of  them  were  withdrawn,  shown  in  the 
exhibit  [85]  here,  in  payment  of  your  note? 

A.     Yes,  that  is  right. 

Q.  Under  Exhibit  13  it  shows  Walter  B.  Trepte 
authorized  on  March  20,  1942,  the  distribution  of 
an  item  to  the  Red  Cross  fund,  $5.00.  Was  that 
yours? 

A.  Yes,  that  was  mine.  I  will  have  to  amend 
my  answer,  in  that  there  were  various  small  with- 
drawals that  I  made  during  the  first  two  years. 

Q.  And  on  May  9,  1947,  there  is  a  further 
amount  shown  of  $10.30.  Was  that  for  your  per- 
sonal use?  A.     I  imagine  it  was. 

Q.  Are  you  familiar  with  the  books  of  the 
Trepte  Construction  Co.? 

A.     Quite  familiar,  yes. 

Q.  Do  you  know  what  this  Accoimt  Number 
293,  Walter  B.  Trepte  Drawing,  is? 

A.  That  was  an  original  account  of  withdraw- 
als, as  I  remember.    It  is  not  in  use. 

Q.     Do  you  know  what  is  credited  to  it? 

A.  I  believe  in  the  beginning  that  my  salary 
was,  but  I  am  not — I  am  a  little  hazy  on  that. 

Q.    Your  check,  wasn't  it? 

A.     That  was  my  check. 

Q.    What  else  was  credited  to  that  ? 

A.  I  believe — let's  see — my  payments  on  notes, 
those  I  remember  too. 

Q.  December  8,  1942,  typewriter,  typewriter 
desk  and  posture  chair,  $97.63.    February  8,  1944, 
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record  album,   [86]  Thearle  Music  Co.,  $32.40.    Is 

that  yours?  A.     That  is  mine. 

Q.    And  December  26,   1945,   J.   W.   Campbell, 
1,000  common  brick,  $20.00.   Is  that  yours? 

A.    Yes. 

Q.    Under  date  of  March  23,  a  radio  transiever 
for  $80.46.  A.     That  is  personal. 

Q.  June  24,  1946,  Railway  Express  Agency, 
pickup  from  gramaphone  shop,  $20.37. 

A.    That  is  mine. 

Q.  July  15,  Plaza  Hotel,  San  Francisco,  check 
for  $100.00.  Is  that  yours? 

A.    That  is  mine,  yes. 

Q.  July  18  package  from  gramaphone  company, 
$18.74.  A.    That  is  right. 

Q.    Ditto  for  $35.00.  A.     That  is  right. 

Q.  August  23,  Concord  Radio  Corporation,  mer- 
chandise, $13.85.  A.     That  is  mine. 

Q.  There  are  items  like  this  one  here,  April  15, 
1943,  first  quarter  income  tax.  Was  that  for  your 
individual  income  tax?  A.     Yes. 

Q.  April  7,  first  third  state  income  tax,  was  that 
for  your  individual  income  tax?  A.     Yes.  [87] 

Q.  You  referred  to  the  adjustment  of  partners' 
salaries.  There  is  an  item  on  December  30,  1944, 
which  shows  partners'  salaries,  adjusting  1944  sal- 
ary, to  $4800.00  from  $2605.00,  $2195.00. 

A.    That  is  one,  yes. 

Q.  The  same  thing  was  done  in  subsequent 
years?  A.     That  is  right. 

Q.    Is  it  a  fact  that  on  a  great  many  or  most 
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of  the  items  charged  against  you,  you  either  drew 

the  checks  or  signed  them  ?  A.     I  did. 

Q.     On  the  Trepte  Construction  Co.  accoimt? 

A.     That  is  right. 

Q.  And  they  were  charged  to  you  on  your  with- 
drawal account?  A.     That  is  right. 

Mr.  Pigg:    Let  him  testify,  please. 

The  Court:    Don't  lead  your  witness. 
By  Mr.  Stone: 

Q.  Has  your  interest  in  the  partnership  the  sum 
of  twenty-nine  thousand,  nine  hundred  and  some 
dollars  on  your  original  purchase  increased? 

A.    Yes,  it  has. 

Mr.  Pigg:  I  will  object  on  the  ground  that  calls 
for  a  conclusion,  your  Honor. 

The   Court:     The  objection  is  overruled.    Now, 
unless  it  is  made  more  particularly  it  would  not 
be   worth   very  much,   but  the   objection  is   over- 
ruled. [88] 
By  Mr.  Stone: 

Q.  I  show  you  Exhibit  No.  15,  headed  Walter 
B.  Trepte,  Capital,  and  refer  you  to  the  first  item, 
March  31,  1943,  transfer  of  capital  from  Walter 
Trepte,  $28,941.17,  and  on  the  next  page,  the  second 
item,  September  18,  1943,  adjust  error  in  previous 
entry  recording  share  purchased  from  Walter 
Trepte  $1,000.00.  What  do  those  two  items  repre- 
sent? 

A.  They  represent  my  original  ownership  or 
original  share  in  the  partnership. 

Q.  And  on  March  31,  1943,  appears  ^*P,  L. 
1942".   What  does  that  refer  to? 


84         Walter  Trepte  and  Margaret  Trepte  vs. 

(Testimony  of  Walter  B.  Trepte.) 

A.    Profit  and  loss. 

Q.    $29,665.07.   What  does  that  represent? 

A.  That  was  representative  of  about  the  same 
thing,  as  I  understand  it. 

Q.     Your  share  of  the  profits  for  that  year? 

A.    Yes. 

The  Court:    Don't  lead  your  witness. 

By  Mr.  Stone: 

Q.  In  1944,  February  16,  Thursday  item,  '*  Clos- 
ing 1943  entries,  $23,664.00".  Do  you  know  what 
that  item  represents? 

A.     That  was,  I  believe,  profits  for  that  year. 

Q.    And  December  30,  1944,  ^^  Profit  and  Loss, 

1944  distribution,  $8,336.56." 

A.  That  is  profit  and  loss  for  that  year,  my 
share  of  it.  [89] 

Q.    And  on  December  31,  1945,  '*  Profit  and  Loss, 

1945  distribution,  $25,389.29." 
A.     That  was  my  share  of  it. 

Q.    Again  December  31,  1946,  '^  Profit  and  Loss, 

1946  distribution,  $25,067.35." 

A.     That  was  my  profit  for  that  year. 

Q.  In  the  right  hand  column,  headed  Balance, 
the  amount  of  $62,506.03,  what  does  that  represent  ? 

A.  That  represents  my  total  share  of  the  part- 
nership as  set  at  that  time. 

Q.  I  show  you  Exhibit  11,  which  is  called  Em- 
ployee S.  S.  Accoimt  for  Walter  B.  Trepte.  On  the 
last  page  of  his  record  of  1942,  was  one  colunm  $40, 
40  cents  in  two  other  columns. 
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A.  Those  represent  social  security  and  unem- 
ployment tax. 

Q.  Where  were  you  working  at  that  time,  from 
January  1942  through  June  20,  1942? 

A.    At  the  Naval  Fuel  Depot. 

Q.  Were  those  deductions  ijaid  to  the  govern- 
ment? 

A.  I  don't  believe  they  were.  I  believe  they 
found  it  was  an  error. 

Q.  When  you  were  working,  you  said  for  the 
Golden  &  Trepte  Construction  Co.  and  Rohr,  w^ere 
there  deductions  as — of  social  security? 

A.  I  believe  there  was  for  a  portion  of  a  couple 
of  [90]  weeks,  then  it  was  stopped. 

Q.  And  what  was  the  salary  that  you  said  you 
turned  in  to  the  Trepte  Construction  Co.  for  Rohr, 
was  it  the  net  amount  or  the  gross  ? 

A.  I  believe  it  was  the — I  believe  the  net 
amount. 

Q.  At  the  time  you  spoke  of  having  the  first 
discussion  with  your  father  of  the  formation  of  the 
partnership,  was  the  question  of  tax  reduction  or 
avoidance  brought  up?  A.     No. 

Q.  Was  it  at  any  time  during  the  discussions 
regarding  the  formation  of  the  partnership  and  the 
purpose  of  it  ? 

A.     No,  it  never  was  mentioned. 

Mr.  Stone :    You  may  cross  examine. 
Cross  Examination 
By  Mr.  Pigg: 

Q.     Mr.  Trepte,  what  did  you  say  the  degree  of 
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your  familiarity  is  with  the  books  and  records  of 

the  Trepte  Construction  Co.? 

A.     I  have  a  fairly  good 

Q.  Do  you  keep  or  make  any  of  the  records 
in  those  books? 

A.  No,  I  have  not  made  any  entries  except 
within  the  last  year,  certain  phases  of  the  books. 

Q.  When  did  you  first  see  or  examine  the  rec- 
ords as  to  which  you  have  just  testified  here  under 
direct  examination?  [91] 

A.     Each  year  I  have  seen  them. 

Q.  What  was  the  extent  of  your  examination 
of  all  those  accounts  each  year,  and  for  what  pur- 
pose was  the  examination  made? 

A.  For  my  own  information,  a  rather  cursory 
examination. 

Q.    Are  you  a  bookkeeper? 

A.    I  wouldn't  call  myself  a  full  accountant. 

Q.  Do  you  understand  the  difference  between 
debts  and  credits?  A.     Well,  certainly. 

Q.    The  theory  of  accounting? 

A.    Beg  pardon,  didn't  get  that? 

Q.    The  theory  of  accounting? 

A.  A  good  percentage  of  it.  I  wouldn't  say  I 
was  really  polished  in  it. 

Q.  When  did  you  examine  these  accounts  for 
the  purpose  of  giving  your  testimony  at  this  trial? 

A.  Of  course  I  have  seen  them  practically  every 
day  for  the  last  year  or  so,  putting  in  the  entries 
in  the  particular  books  that  I  work  upon. 

Q.     Mr.  Trepte,  here  is  Petitioner's  Exhibit  No. 
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9  which  is  the  note  that  has  been  stipulated  that 
you  signed  in  connection  with  the  transaction  in 
which  the  alleged  partnership  agreement  was  ex- 
ecuted on  January  1,  1942.  A.    Yes.  [92] 

Q.    You  recognize  that  note,  do  you  not? 

A.    I  do.  I  signed  it. 

Q.     This  is  your  signature? 

A.     That  is  right. 

Q.  It  bears  the  endorsement  on  the  face  of  it 
'^Cancelled  December  29,  1945.^' 

A.  That  is  when  the  last  pajonent  was  made,  at 
that  time. 

Q.  It  is  true,  is  it  not,  that  each  of  the  payments 
you  have  described  them,  were  made  from  the  prof- 
its of  the  business  of  the  Trepte  Construction  Co.? 

A.    Yes. 

Q.  Mr.  Trepte,  assuming  that  the  stipulation  of 
facts  in  this  case  shows  that  the  amoimt  of  $6554.74 
is  charged  to  your  withdrawal  account  on  Septem- 
ber 16,  1943,  it  is  a  fact,  is  it  not,  that  that  amount 
was  withdrawn  for  the  purpose  of  making  the  pay- 
ment on  the  note?  A.    Yes,  I  believe  it  was. 

Q.  And  isn't  the  same  thing  true  as  to  the  item 
of  five  thousand  dollars  charged  to  your  account  on 
December  21,  1943,  assuming  there  was  such  an 
item  charged  to  your  accoimt  on  that  date? 

A.    I  believe  partially,  yes. 

Q.     Isn't  the  same  thing  true  as  to  an  amount 
of  $5302.38,  if  such  an  amount  was  so  charged  in 
the  account  on  July  21,  1944?  [93] 
A.    Part  of  it,  yes. 
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Q.  And  isn't  the  same  thing  true  as  to  the 
amount  of  $5500.00  assuming  that  such  an  amount 
was  charged  to  the  same  accomit  on  December  31, 
1944?  A.     Yes,  I  believe  so. 

Q.  Isn't  the  same  thing  true  as  to  the  amount 
of  $10,500.00,  assuming  that  the  amount  is  charged 
to  the  same  account  on  December  28,  1945? 

A.    Yes. 

Q.  Assuming  that  these  five  items  equal  or  ag- 
gregate $32,857.12,  which  amount  exceeds  the  face 
of  this  note,  which  is  $29,947.17,  by  the  amount  of 
approximately  $2910.00,  you  notice  it  is  more  than 
the  whole  amount  as  contemplated  by  the  face  of 
the  note.  A.    Yes. 

Q.  Mr.  Trepte,  that  purports  to  be  your  income 
tax  return  for  the  year  1942.  Is  it  or  is  it  not  ? 

A.    It  is. 

Q.     Is  that  your  signature?  A.     Yes,  sir. 

Q.     Page  number  one?  A.     That  is  right. 

Q.  Does  the  income  as  reported  on  the  return 
represent  that  portion  of  the  income  of  the  Trepte 
Construction  Co.  for  that  year?  [94] 

A.    Yes,  sir. 

Q.  Is  there  any  income  from  any  other  source 
reported  in  the  return? 

A.     I  believe  one  small 

Q.  For  instance,  what  is  it?  To  save  time,  I 
will  call  your  attention  to  $29,529.06.  What  does 
that  represent,  do  you  know? 

A.     That  is  my  amount  of  my  share  at  that  time. 

Q.  Do  you  know  what  this  item  of  $1895.85 
represents  ? 


Commissioner  of  Internal  Revenue  89 

(Testimony  of  Walter  B.  Trepte.) 

A.  That  is  what  I  received  from  Golden  & 
Trepte. 

Q.    Golden  &  Trepte?  A.    That  is  right. 

Q.     Construction  Co.  ?  A.     That  is  right. 

Q.  And  now,  isn't  the  amount  of  tax  shown  as 
due  on  your  1942  return  the  amount  of  $14,036.58? 

A,    It  is. 

Mr.  Pigg:  I  ask  that  this  be  marked  for  identi- 
fiication  as  Respondent's  Exhibit  G.  I  believe,  your 
Honor,  I  should  perhaps  offer  this  later,  instead  of 
offering  it  at  this  time  in  the  Petitioner's  case. 

The  Court :  Do  as  you  please,  they  are  a  part  of 
your  case. 

Mr.  Pigg:  I  will  offer  that  return  at  this  time, 
to  save  time,  as  Respondent's  Exhibit  G.  [95] 

The  Court:  Respondent's  Exhibit  G  is  admitted 
in  evidence. 

(The  document  above-referred  to  was  re- 
ceived in  evidence  and  marked  Respondent's 
Exhibit  G.) 

By  Mr.  Pigg: 

Q.  Mr.  Trepte,  assuming  that  the  stipulation  of 
facts,  and  I  refer  particularly  to  paragraph  19,  the 
stipulation  of  facts  shows  that  the  following 
amounts  on  the  following  dates  were  charged  to  the 
Withdrawal  Account,  namely  on  March  15,  1943, 
$3509.15,  June  12,  1943,  $3509.15,  September  1943, 
$3509.14,  December  10,  1943,  $3509.15  and  assuming 
that  those  four  amounts  equal  or  aggregate  $14,- 
036.59,  would  you  say  it  is  or  is  not  a  fact  that  the 
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checks  were  issued  to  pay  your  income  tax  on  your 

return  for  1942?  A.     They  were. 

Q.  Is  that  your  income  tax  return  for  the  year 
1943?  A.     Yes,  sir. 

Q.     Is  it  your  signature  on  the  face  of  it  ? 

A.     That  is  right. 

Q.  There  is  an  item  of  $25,523.78  reported  as 
income  on  your  return. 

A.  That  is  right.  That  is  my  share  of  profit  for 
that  year. 

Q.     Of  the  Trepte  Construction  Co.? 

A.    That  is  right. 

Q.  That  shows  on  line  20  unpaid  balance  of  1943 
income  [96]  and  victory  tax,  the  amount  of  $2,- 
602.24,  does  it  not?  A.     It  does. 

Mr.  Pigg :  I  offer  this  return  in  evidence  as  Re- 
spondent's  Exhibit  H.   Any  objection? 

Mr.  Stone :    No.   May  I  see  it  a  minute  ? 

The  Court:  Respondent's  Exhibit  H  is  admitted 
in  evidence. 

(The    document   above-referred   to   was   re- 
ceived in  evidence  and  marked  Respondent's 
Exhibit  H.) 
By  Mr.  Pigg: 

Q.  Mr.  Trepte,  assuming  that  the  stipulation  of 
facts  shows  the  amount  of  $2602.34  was  similarly 
charged  to  your  Withdrawal  Account  on  or  about 
March  13,  1944,  would  you  say  that  it  is  or  is  not 
a  fact  that  the  amount  represented  a  check  drawn 
to  pay  the  tax  shown  on  your  1943  return? 

A.    I  believe  it  was. 
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Q.  Were  you  in  military  service  at  any  time 
during  that  year?  A.    No,  I  was  not. 

Q.  Mr.  Trepte,  there  are  a  number  of  other 
items — I  am  trying  to  save  time — shown  in  the  stip- 
ulation of  facts  paragraph  19,  as  checks  issued  to 
the  collector  of  internal  revenue.  Is  it  or  is  it  not 
a  fact  that  the  money,  that  in  each  such  instance 
of  such  payment  the  item  represents  checks  drawn 
against  the  funds  of  the  Trepte  Construction  Co.  to 
pay  [97]  the  tax  reported  on  your  income  tax  re- 
turn for  that  year?  A.    Yes,  it  would. 

Q.  And  now  would  that  be  true  also,  Mr.  Trepte, 
as  to  state  income  or  other  taxes  in  the  case  of  any 
such  items  charged  to  your  Withdrawal  Accoimt 
and  labeled  as  checks  to  the  California  State  Treas- 
urer or  franchise  tax  commissioner.  A.    Yes. 

Q.  That  means  that  we  are  to  understand  those 
payments  have  been  made  on  account  of  income 
reflected  in  the  returns  of  the  Trepte  Construction 
Co.?  A.    Yes,  they  would. 

Q.  One  question.  When  the  execution  of  the 
agreement  as  of  January  1,  1942,  was  discussed,  I 
believe  you  said  that  was  in  the  fall  of  1941  ? 

A.    Yes,  it  was. 

Q.    Where  did  that  first  discussion  take  place? 

A.    It  was  at  home  and  in  our  oflSce. 

Q.  Who  was  present  when  it  was  discussed  at 
home? 

A.  My  father  and  my  mother  and  myself,  my 
brother  Gene  and  myself. 
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Q.  Who  was  present  when  it  was  first  discussed 
at  the  office? 

A.     My  father,  my  brother  Gene  and  myself. 

Q.  And  now,  it  is  fair  to  assume,  is  it  not,  that 
it  [98]  was  discussed  on  numerous  other  occasions 
prior  to  the  time  it  was  finally  signed? 

A.     Oh,  yes,  in  past  years. 

Q.  Did  all  those  discussions  likewise  take  place 
either  at  your  residence  or  at  the  office? 

A.     That  is  right. 

Q.  And  is  it  likewise  true  that  there  were  pres- 
ent at  each  discussion  only  the  persons  we  have 
already  mentioned? 

A.  As  far  as  my  memory  serves  me,  that  is 
correct. 

Q.     Do  you  know  a  Mr.  Essenhoff  ? 

A.     Essenhoff? 

Q.     The  name  Carl  N.  Essenhoff? 

A.     That  is  right. 

Q.  What  is  his  business  or  occupation,  if  you 
know? 

A.     He  is  a  certified  public  accoimtant. 

Q.  Do  you  know  whether  he  has  ever  done  any 
work  for  the  Trepte  Construction  Co.? 

A.    Yes,  he  has. 

Q.     Did  he  do  that  work  before  January,  1942? 

A.     I  believe  he  did. 

Q.     And  some  since? 

A.     Some  since,  every  year. 

Q.  Are  you  sure  that  Mr.  Essenhoff  was  not 
present  at  these  discussions,  or  any  of  them? 
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A.  Not  to  my  memory,  not  as  far  as  I  can  re- 
member. [99] 

Q.    You  are  not  prepared  to  testify  he  was  not? 

A.    No,  I  would  say  he  was  not. 

Q.     You  are  sure  he  was  not? 

A.    He  was  not,  no. 

Q.    Not  at  any  one  of  them. 

A.    Not  at  any  of  them,  no. 

Q.  Did  you  personally  discuss  the  matter  with 
him  at  any  time?  A.     No,  I  never  have. 

Q.    Do  you  know  whether  your  father  did? 

A.    I  couldn't  say. 

Q.     Do  you  know  whether  your  mother  did? 

A.    I  couldn't  say  that  either. 

Q.  Do  you  know  whether  your  younger  brother 
did?  A.     I  couldn't  say  that. 

Q.    You  are  the  older  brother,  are  you  not? 

A.    That  is  right. 

Q.  I  believe  you  said  that  you  had  worked  for 
the  Trepte  Construction  Co.  at  least  on  various  oc- 
casions or  periods  since  sometime  in  1935? 

A.     That  is  right. 

Q.  The  Trepte  Construction  Co.  in  1935  was  the 
business  of  your  father,  Walter  B.  Trepte,  was  it? 

A.    Walter  Trepte. 

Q.  I  mean  Walter  Trepte,  the  same  business 
that  has  [100]  been  carried  on  since  that  time  down 
to  the  present  date,  is  it  not? 

A.    That  is  right. 

Q.    Prior  to  1941,  what  generally,  if  you  know. 
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was  the  major  or  type  of  construction  work  per- 
formed by  the  Trepte  Construction  Co.? 

Mr.  Stone :  May  I  interrupt  there  ?  I  think  that 
is  a  misstatement,  because  it  was  not  the  Trepte 
Construction  Co.  imtil  after  January  1,  1942.  It 
might  confuse  the  facts. 

Mr.  Pigg:    1  will  take  that.    I  don't  want  any 
misunderstanding. 
By  Mr.  Pigg: 

Q.  Under  what  name  was  the  business  of  your 
father  carried  on  prior  to  January  1,  1942  ? 

A.    Walter  Trepte  Builder. 

Q.  What  did  he  build  prior  to  the  year  1941,  for 
the  most  part? 

A.  All  types  of  construction,  but  particularly 
types  of  a  commercial  nature,  such  as  store  build- 
ings, garages,  work  of  that  type,  some  warehouses. 

Q.  It  was  either  all  or  mostly  on  contract  con- 
struction? A.    Yes,  it  was. 

Q.  And  it  necessitated  a  person  having  knowl- 
edge of  construction  engineering  and  prices,  mar- 
kets, and  materials?  A.    Yes.  [101] 

Q.  Knowledge  of  those  and  similar  matters  was 
necessary  in  order  to  qualify  a  person  to  submit  or 
make  a  bid  for  a  job  of  that  kind,  isn't  that  right? 

A.    Yes,  sure. 

Q.  But  who  prior  to  1941,  as  far  as  Walter  B. 
Trepte  Builder  was  concerned,  was  possessed  of 
that  knowledge  or  qualification? 

A.  We  had  my  father,  and  then  in  past  years 
we  have  had  other  estimators  in  there. 
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Q.     Other  estimators  you  mean  employed? 

A.    That  is  right. 

Q.    As  an  employee  ?  A.    That  is  right. 

Q.  But  as  far  as  any  bid  figure  or  estimate  that 
was  made  and  prepared  by  any  such  employee,  it 
was  ultimately  determined  by  your  father  whether 
it  was  the  proper  bid  that  would  be  submitted  as 
an  offer  or  as  a  bid  for  the  construction  job? 

A.    Yes,  it  would  have  been  examined  by  him. 

Q.  I  assume  that  since  1941  the  same  has  been 
true? 

A.  In  some  cases.  Many  things  I  look  at  them 
first,  the  smaller  type  of  jobs. 

Q.    The  smaller  type  of  jobs?  A.    Yes. 

Q.  Beginning  in  1941,  is  it  not  a  fact,  that  all 
or  [102]  practically  all  the  construction  work  per- 
formed by  Walter  Trepte  Builder  was  on  gcvern- 
ment  contract?  A.    Yes. 

Q.     Beginning  in  1940  or  1941? 

A.    Yes,  yes.    It 

Q.  How  long  prior  to  January  1,  1942,  were  you 
familiar  with  the  business  known  as  the  Golden  & 
Trepte  Construction  Co.? 

A.  I  was  employed  by  that  company  in  the 
month  of  its  inception  and  I  worked  clear  through 
I  think  I  believe  it  was  to  1943  when  we  finally 
wound  up  the  large  contract  for  the  navy  station 
at  North  Island. 

Q.  Do  you  know  whether  it  was  in  the  year 
1940  that  your  father  and  Mr.  M.  H.  Golden  asso- 
ciated themselves  in  business  known  as  the  Golden 
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&  Trepte  Construction  Co.?  A.     They  did. 

Q.    And  it  was  that  year? 

A.     That  is  right. 

Q.  What  type  of  construction  work  was  your 
father  engaged  in  at  that  time  in  1940? 

A.     Mostly  work  for  the  U.  S.  Navy. 

Q.  Was  that  the  contract  or  the  job  that  is 
identified  in  the  contract  of  January,  the  agree- 
ment of  January  1,  1942,  as  the  naval  air  station 
job  equity,  do  you  know? 

A.     That  was  the  contract,  NOY-4205.  [103] 

Q.     That  was  a  government  contract? 

A.     That  is  right,  the  Navy. 

Q.  And  that  contract  was  obtained  really  in 
1940?  A.     In  1940,  in  the  summer  of  1940. 

Q.  Golden  and  your  father  associated  them- 
selves primarily  for  the  purpose  of  midertaking 
that  contract,  did  they  not  ? 

A.     I  believe  that,  and  several  others. 

Q.  Do  you  know  whether  there  is  in  the  court- 
room today  the  originals  of  those  govermnent  con- 
tracts? A.     Copies  only. 

Q.    Copies  only  ?  A.     Copies  of  the  original. 

Q.  And  now,  Mr.  Trepte,  I  hand  you  Petition- 
er's Exhibit  No.  4.  A.    Yes. 

Q.  That  is  described  as  the  deficiency  notice 
mailed  to  your  father,  Walter  Trepte. 

A.    Yes. 

Q.  I  call  your  attention  to  page  2  of  the  state- 
ment which  is  attached  to  the  letter.  A.    Yes. 

Q.     And  to  an  item  described  as  salary  paid  to 
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Walter  B.  Trepte,  $495.00.  A.     Yes.   [104] 

Q.  Then  on  page  5  of  the  same  statement  in  the 
same  exhibit,  I  call  your  attention  to  an  item  de- 
scribed as  salary  paid  to  Walter  B.  Trepte,  $2530.00. 

A.    Yes. 

Q.    Are  you  the  Walter  B.  Trepte  ? 

A.    I  am. 

Q.  These  adjustments  of  salary  that  you  re- 
ferred to  as  having  been  made  at  the  end  of  one 
or  more  years,  I  believe  including  1944 — at  any 
rate,  it  is  correct,  is  it  not,  to  assume  that  those 
salary  adjustments  were  made  entirely  in  accord- 
ance with  the  plan  as  contemplated  by  this  agree- 
ment of  January  1,  1942  ?  A.    Yes,  they  were. 

Q.  And  the  amounts  were  fixed  and  determined 
as  provided  in  that  agreement  ?  A.     Yes. 

Q.  Mr.  Trepte,  I  will  hand  you  Exhibit  15, 
which  I  think  is  the  same  exhibit  you  were  examin- 
ing a  while  ago,  at  least  concerning  which  the  coun- 
sel for  the  Petitioner  was  questioning  you. 

A.    Yes. 

Q.  And  that  is  captioned  Walter  B.  Trepte, 
Capital.  A.    Yes. 

Q.    You  recognize  that?  A.    I  do.  [105] 

Q.  And  the  first  item  below  is  $28,921.47.  It  is 
fair,  is  it  not,  to  assiune  that  that  is  the  item  which 
is  associated  with  the  note  for  $27,000.00  which  is 
in  evidence?  A.    Yes,  it  is. 

Q.     There  is  an  error  of  $1,000.00,  is  there  not? 

A.    I  believe  there  is. 

Q.     It  is  $28,000.00.   Is  there  another  entry  that 
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corrects  that  error  later  on?  A.    Later  on. 

Q.  At  the  time  that  corrected  entry  was  made 
to  this  account,  Exhibit  15,  do  you  know  what  if 
any  entry  was  made  in  the  Capital  account  of  your 
father,  Walter  Trepte? 

A.    I  believe  there  was  a  debit  made. 

Q.    A  corresponding  debit?  A.    Yes. 

Q.  As  to  the  various  and  sundry  small  items, 
including  the  Red  Cross  contributions,  these  small 
radio  items  and  items  that  you  had  purchased,  they 
were  items  you  had  jjurchased  and  the  amount  paid 
was  paid  by  the  Trepte  Construction  Co.  and 
charged  to  your  account? 

A.     Yes,  that  is  what  they  are,  yes. 

Q.  Now,  were  those  items  checked  off,  I  mean 
set  off  or  offset  against  your  salary  of  $55.00  a.  week 
or  thereabouts?  A.    Would  you  repeat  that? 

Q.  Were  those  items  set  off  or  balance  or  oft'set 
against  your  salary  that  you  were  drawing? 

A.    No,  they  w^ould  be  against  my  capital. 

Q.     Charged  to  your  Withdrawal  Account? 

A.    That  is  right. 

Q.  To  your  capital  accoimt  and  not  against  your 
compensation?  A.    Yes. 

Mr.  Pigg:    I  think  that  is  all,  your  Honor. 

The  Court:    Any  further  direct  examination? 
Redirect  Examination 
By  Mr.  Stone: 

Q.  Mr.  Trepte,  did  you  hear  the  partnership 
agreement  read  in  court  this  afternoon? 

A.    I  did. 
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Q.  You  had  read  it  before  you  had  signed  it, 
had  you  not?  A.     Oh,  yes. 

Q.  We  have  referred  to  the  fact  of  the  division 
of  the  profits  on  the  basis  of  26-26-34-24  percent. 
Do  you  know  of  your  liability,  if  the  company  have 
losses,  how  that  would  be  ? 

A.    I  believe  I  would  have  the  same  liability. 

Q.  You  were  asked  if  you  were  in  the  military 
service  and  answered  it  no.   Why  were  you  not? 

A.    I  was  4-F.  [107] 

Q.     For  what  reason?  A.     For  eye  trouble. 

Q.  He  read  a  few  items  from  this  account  of 
Walter  B.  Trepte  withdrawals.  The  counsel  was 
referring  to  a  few  and  there  were  a  great  many 
others,  were  there  not,  that  were  charged  to  you 
out  of  this  Withdrawal  Account  for  your  own  ex- 
penditures? A.    Yes. 

Q.  Are  these  that  we  have  listed  in  our  stipula- 
tion in  paragraph  19,  Clarion  Sound  Engineering 
Co.,  $97.50,  is  that  one  of  those? 

A.     That  is  mine. 

Q.    D.  G.  King,  $161.75? 

A.    That  was  one  of  mine. 

Q.    What  was  that  for? 

A.     That  is  radio  parts. 

Q.    Thearle  Music  Co.,  $577.31.  Was  that  yours? 

A.    That  was  mine,  yes. 

Q.    For  your  personal  radio? 

A.    I  think  so,  yes. 

Q.    And  New  York  Life  Insurance  Co.,  $391.40? 

A.     That  is  my  personal  policy,  yes. 
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Q.    And  Precision  Radio,  $144.15? 

A.     That  was  some  of  my  personal. 

Q.    L.  E.  Behymer,  $50.00?  [108] 

A.     That  is  mine. 

Q.     The  Music  Den,  $92.70? 

A.     That  is  right. 

Mr.  Stone :    That  is  all  of  this  witness. 

The  Court:  We  will  take  a  recess  at  this  time 
of  ten  minutes. 

(Short  recess  taken.) 

The  Court:    Proceed  with  the  trial. 

Mr.  Pigg:  Your  Honor,  there  are  two  or  three 
other  questions  I  would  like  to  ask  the  witness.  I 
believe  you  had  finished  on  your  redirect. 

Mr.  Stone :    I  had  finished,  yes,  sir. 
Recross  Examination 
By  Mr.  Pigg: 

Q.  Mr.  Trepte,  I  believe  you  said  that  you 
signed  checks.  A.    Yes. 

Q.    Against  the  partnership  account? 

A.    Yes. 

Q.  The  bank  account.  Who  authorized  you  to 
sign  those  checks? 

A.  Well,  we  authorized  ourselves  by  the  partner- 
ship agreement.  One  section  of  it  says  that  the 
partners  shall  have  the  right  to.  I  will  go  further, 
saying  that  the  account  before  it  became  the  Trepte 
Construction  Co.  was  in  [109]  the  name  of  Walter 
Trepte  before  it  was  changed  to  the  Trepte  Con- 
struction Co.  Then  I  was  authorized  to  sign  for 
Trepte  Construction  Co.,  and  you  understand  that 
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I  signed  cheeks  for  Walter  Trepte  as  far  back  as 
about  I  would  say  1937,  on  the  general  account, 
and  then  later  on  for  simplicity  we  divided  it  up 
into  a  general  and  payroll  account,  and  I  signed 
both  of  them. 

Q.  In  other  words,  you  were  authorized  by  your 
father  to  sign  checks  against  his  business  account 
before  as  well  as  after  January  1,  1942? 

A.     That  is  right,  yes. 

Q.  And  after  1942,  you  were  authorized  in  the 
manner  as  described  in  the  agreement  of  January 
1,  1942?  A.     That  is  right,  yes. 

Q.  As  to  the  employees  that  you  hired  and 
filled,  I  believe  you  said  you  did?  A.    Yes. 

Q.    When  did  you  hire  the  first  employee? 

A.  Well,  that  is  rather  hard  for  me  to  state, 
because  I  did  on  occasion  hire  them  back  in  the 
days  when  I  was  working  for  my  father  as  Walter 
Trepte,  Builder. 

Q.  Was  that  true  also  as  to  the  Golden  &  Trepte 
Construction  Co.  when  you  worked  for  them? 

A.  I  didn't  hire  there  until  about  when  I  started 
on  the  fuel  depot  in  about  May  of  1941,  I  hired 
there.  In  fact  [110]  I  did  all  of  the  clerical  work 
that  was  done  on  that  job. 

Q.  Now,  assimaing  that  the  agreement  of  Jan- 
uary 1,  1942,  is  silent  so  far  as  who  was  authorized 
to  hire  and  fire  employees,  on  whose  authority  did 
you  hire  and  fire  employees? 

A.    My  father's,   and  then  of  course  with  the 
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Golden-Trepte,  both   my   father   and   Mr.   M.   H. 

Golden. 

Q.  And  before  you  hired  and  fired  any  such 
employee,  would  you  discuss  it  with  your  father? 

A.  Not  always.  Certain  run  of  the  mill  em- 
ployees, that  were  on  an  hourly  or  day  to  day  basis 
I  just  hired  and  fired  as  the  need  for  them. 

Q.    As  the  business  of  the  department? 

A.    That  is  right. 

Q.  In  other  words,  when  you  had  taken  on  a 
new  contract,  a  new  job,  you  kept  a  certain  number 
of  representative  employees  and  hired  the  laborers 
and  the  rest  of  the  jobs?  A.     That  is  right. 

Q.  And  you  did  some  of  the  hiring  and  firing 
under  those  circumstances? 

A.     I  did  practically  all  of  it. 

Q.  And  the  same  before  as  well  as  after  January 
1,  1942?  A.    That  is  right,  yes. 

Mr.  Pigg:    That  is  all. 

Mr.  Stone:  That  is  all.  If  the  court  please, 
could  [111]  counsel  excuse  this  witness  from  fur- 
ther attendance  at  court? 

Mr.  Pigg :    As  far  as  I  know  now. 

Mr.  Stone:  All  of  them  have  to  go  home,  and  I 
want  to  get  two  more  excused  by  the  end  of  the  day. 

Mr.  Pigg:  I  can  say  I  know  of  no  reason  at  the 
moment  why  you  should  recall  him. 

The  Court:  Of  course,  it  is  rather  dangerous  to 
leave  it  indefinite,  if  you  might  want  him  here.  If 
you  want  him  here  we  can't  wait  while  you  go  and 
get  him,  once  you  definitely  excuse  him. 
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Mr.  Pigg:  That  is  agreeable  to  me,  your  Honor. 
I  don't  know  any  reason  why. 

The  Court:    Very  well.    This  witness  is  excused 
from  further  attendance. 
(Witness  excused.) 

Mr.  Stone:    I  will  call  Eugene  Trepte. 

Whereupon, 

ALBERT  EUGENE  TREPTE 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioners, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows : 

The  Clerk:     Tell  us  your  name,  please. 

The  Witness:    Albert  Eugene  Trepte.  [112] 

Direct  Examination 
By  Mr.  Stone: 

Q.    How  old  are  you?  A.    22. 

Q.    When  did  you  become  21? 

A.     September  8,  1946. 

Q.  Have  you  ever  worked  for  your  father  in  his 
construction  business?  A.    Yes,  I  have. 

Q.    When? 

A.  In  1941  I  worked  out  at  the  fuel  depot  and 
in  1942  I  worked — these  are  the  smnmers  I  worked 
— at  Ryan's  new  addition  of  the  new  building.  In 
1943  I  went  to  summer  school  and  I  didn't  work 
that  year  on  account  of  being  drafted.  The  next 
years  I  was  in  the  Navy.  In  1946  I  was  out  of  the 
service  and  about  a  month  there  I  didn't  do  any- 
thing after  getting  out  of  the  service,  and  then  I 
worked  down  there  in  a  capacity  of  rustling  ma- 
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terial.  This  year,  1947,  I  worked  in  the  office  taking 

care  of  bills. 

Q.     How  long  were  you  in  the  service? 

A.  From  January  28 — no,  February  28,  1944, 
until  June  7,  1946. 

Q.    Where  did  you  serve? 

A.  I  served  in  the  Navy  aboard — I  was  connect- 
ed with  the  western  sea  frontier,  southern  sector. 
I  was  aboard  a  [113]  patrol  ship  operated  out  of 
southern  frontier  base,  San  Diego. 

Q.     Where  did  you  patrol? 

A.  We  patrolled  the  Guadalupe  patrol,  which  is 
about  600  miles  off  San  Diego.  We  patrolled  the 
sea  patrol  a  month  at  a  time. 

Q.    What  kind  of  vessel  was  it? 

A.  It  was  a  205  foot  schooner  that  was  sail  that 
was  one  of  the  ships  that  was  turned  over  to  the 
government  for  this  Pacific  patrol. 

Q.    What  were  your  main  duties  on  that  ship  ? 

A.  Well,  I  held  the  rate  when  I  first  went 
aboard  of  a  First  Seaman,  first,  and  then  as  the 
war  pressure  came  on  we  lost  officers  who  had  ex- 
perience in  sailing  and  I  was  put  in  the  capacity 
of  Leading  Seaman  of  handling  sails  and  handling 
the  docking  of  the  ship.  When  I  was  schooled  for 
this  job  I  went  into  the  quartermaster  department. 

Q.  And  as  Sailing  Master  you  directed  the  men, 
did  you? 

A.     Yes,  even  directed  officers  for  a  while. 

Q.  This  work  in  1941  at  the  fuel  depot,  how 
much  were  you  paid? 
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A.    I  believe  it  was  about  75  cents  an  hour. 

Q.    What  kind  of  work  were  you  doing? 

A.  I  was  crew  for  awhile  on  a  duck,  and  then 
I  was  also  working  with  the  piledriver.  [114] 

Q.  In  1942  at  the  Ryan  building,  what  kind  of 
work  were  you  doing? 

A.  I  was  working  as  assistant  carpenter,  as- 
sistant. 

Q.    What  were  you  paid  then? 

A.     I  believe  it  was  about  85  cents  an  hour. 

Q.  Have  you  done  any  work  for  the  partnership 
since  January  1st,  1942,  without  wages? 

A.    Yes,  I  have. 

Q.    What  and  where? 

A.  In  1943,  when  the  partnership  was  formed 
I  was  working  in  the  delivery  of  material  and  rust- 
ling of  material.  That  gave  me  a  chance  to  get 
around  the  jobs  and  understand  what  was  going 
on  and  what  jobs  we  did  have  on,  being  completed 
and  under  construction,  and  also  I  would  go  with 
my  father  to  look  at  different  jobs  that  we  were 
estimating. 

Q.     Discuss  them  with  him  ?  A.     Yes. 

Q.  In  the  work  in  1946  on  material  and  1947  in 
the  office,  were  you  paid  anything  for  that? 

A.    No,  sir,  I  wasn't. 

Q.    What  schooling  have  you  had? 

A.  Well,  after  I  was  released  from  the  service — 
before  I  was,  while  I  was  away,  my  father  and  I 
talked  it  over  one  time  when  I  had  a  leave,  about 
where  I  wanted  to  go,  and  I  wanted  to  go  into  the 
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business.  We  were  looking  for  a  [115]  school  that 
I  could  get  through  in  not  too  much  time,  so  I 
could  get  into  business  instead  of  going  through  so 
much  technical  basis,  that  I  wanted  to  learn  more 
of  the  practical  end  of  it,  so  he  inquired  around 
and  found  a  school,  what  they  call  the  California 
State  Polytechnic  College  at  San  Luis  Obispo, 
where  I  am  now  enrolled  in  my  second  year. 

Q.    What  are  you  taking  there? 

A.     Taking  architectural  engineering. 

Q.    How  long  a  course  are  you  taking  ? 

A.    I  plan  to  take  the  two  year  course. 

Q.     To  finish  this  coming  spring? 

A.    Finish  this  year. 

Q.  Had  you  planned  any  education  beyond  the 
high  school  when  you  went  into  service? 

A.  Yes,  my  father  had  a  two  year's  education 
the  same  as  I  am  having  in  a  very  similar  school, 
before  he  entered  his  partnership  with  his  father. 

Q.  Did  you  plan  before  you  went  into  the  serv- 
ice to  go  on  to  school?  A.    Yes. 

Q.    As  you  have  done?  A.     Definitely. 

Q.     It  was  interrupted  then  by  the  service? 

A.    Yes. 

Q.  I  show  you  Exhibit  No.  7  and  ask  you  if  you 
signed  [116]  that.  A.    Yes,  I  did. 

Q.  And  you  knew  what  you  were  doing  when 
you  did  it?  A.    Yes. 

Q.  That  refers  to  a  partnership  agreement  made 
January  1st,  1942.  Do  you  remember  when  that  was 
made  ?  A.    When  this  was  ? 
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Q.    When  the  partnership  agreement  was  made. 

A.    Yes,  it  was  January  1st,  1942. 

Q.  Had  you  discussed  it  with  your  father  before 
that  time'?  A.    Yes. 

Q.  You  remember  giving  your  note  for  the  pur- 
chase price?  A.    Yes,  I  do. 

Q.  And  the  note  has  been  entirely  paid  off  out 
of  the  profits  of  the  business. 

A.    Yes,  I  believe  it  was  paid  off  in  1945. 

Q.  Have  you  used  any  of  the  profits  of  the  busi- 
ness for  yourself?  A.     Yes,  I  have. 

Q.  We  listed  various  checks  in  our  stipulation, 
paragraph  21,  that  have  been  drawn  against  an 
accoimt  called  Albert  Eugene  Trepte  Withdrawals. 
I  will  call  your  attention  to  a  few  of  them  and  ask 
you  to  tell  what  they  are.  For  [117]  instance,  No- 
vember 3,  1944,  to  Julius  Sturz  for  $76.88.  What 
is  that? 

A,  Right  now  I  really  don't  recollect  what  that 
was. 

Q.  Well,  I  might  tell  you  he  is  a  tailor  in  San 
Diego. 

A.  Oh,  yes.  I  remember  I  had  a  riding  suit 
made  at  that  time,  yes. 

Q.  There  is  a  check  here  on  October  12,  1944,  to 
Marshall  Fridley,  $35.00.  What  is  that? 

A.    That  was  for  board  for  a  horse. 

Q.  And  there  are  a  number  of  others  for  that 
same  amount.  A.    Yes. 

Q.  There  is  an  item  Sea,  the  Pacific  Yachting 
Magazine,  $2.05.   Is  that  yours? 
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A.     That  is  right. 

Q.     The  Coronado,  $97.38. 

A.     That  is  right. 

Q.     California  Polytechnic  School,  $10.00 

A.     That  is  right. 

Q.  And  September  7th,  1946,  $500.00.  What  is 
that  for? 

A.  That  was  for  my  school.  I  transferred  that 
money  up  in  the  bank  up  there. 

Q.  And  a  number  of  items,  the  first  one  March 
28,  1947,  payable  to  the  Treasurer  of  the  United 
States,  $6.40.   What  are  those?  [118] 

A.  That  is  for  my  insurance,  my  Navy  insur- 
ance. 

Q.  On  September  3,  1947,  a  charge  to  Eugene 
Trepte,  $150.00. 

A.  That  was  for  some  expense  that  I  just  can't 
remember  now  what  that  was. 

Q.    And  at  the  same  date  one  to  you  for  $600. 

A.  That  was  for  this  fall  term  at  school.  That 
was  for — I  remember  now,  those  were  two  checks 
T  think  that  were  going  to  be  transferred  up  to 
school. 

Q.     The  two  checks  totalling  $750. 

A.    Yes. 

Q.  There  are  other  withdrawals,  payable  to  the 
United  States  Collector  of  Internal  Revenue  in 
various  sums.  Do  you  know  what  those  are  for? 

A.    Yes,  taxes. 

Q.  And  to  the  California  State  Treasurer,  do 
you  know  what  those  are  for? 
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A.     No,  I  don't  really  right  now,  no. 

Q.  There  are  others  made  to  the  Franchise  Tax 
Commissioner,  various  items.  Do  you  know  what 
those  are?  A.     No,  I  don't. 

Q.  Here  is  Walter  E.  Smith  for  $425,  Septem- 
ber 27,  1944. 

A.  That  was  a  road  wagon  I  bought  from  Mr. 
Smith. 

Q.     To  go  with  the  horse?  [119] 

A.     That  is  right. 

Q.  Do  you  have  any  allowance  from  your  par- 
ents for  your  expenses?  A.     No,  I  don't. 

Q.    You  are  paying  that  entirely  yourself? 

A.    Yes. 

Q.  Have  you  had  any  allowance  since  you 
started  in  the  Navy?  A.     No,  sir. 

Q.  The  money  you  received  as  wages  from  the 
Navy,  did  you  use  it  yourself,  or  send  any  to  your 
parents  ? 

A.  No,  I  used  it  myself,  and  a  lot  of  it  went 
into  my  personal  savings. 

Q.    You  still  have  a  personal  savings  account? 

A.     Yes. 

Mr.  Stone :    You  may  cross  examine. 
Cross  Examination 
By  Mr.  Pigg: 

Q.  Mr.  Trepte,  what  date  did  you  say  you  went 
in  the  Navy? 

A.  February  28,  I  believe  February  28  I  was 
sworn  in  liere  in  Los  Angeles,  1944. 

Q.    1944? 
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A.  And  June  7th  I  was  discharged  at  San  Ped- 
ro, 1946. 

Q.  When  did  you  first  enter  the  California 
Polytechnic  [120]  School? 

A.     I  entered  Cal  Poly  on  September  11,  1946. 

Q.  You  mentioned  the  fuel  depot.  To  what  does 
that  refer? 

A.  The  fuel  depot,  we  were  building  a  pier  and 
sea  wall. 

Q.    Where? 

A.    At  the  naval  fuel  depot  in  Point  Loma. 

Q.     Is  that  near  San  Diego?  A.    Yes. 

Q.     In  what  year  was  that  being  built? 

A.  That  was — the  fuel  depot  I  believe  was  in 
1941. 

Q.  Mr.  Trepte,  I  hand  you  what  purports  to 
be  and  is  in  fact  your  income  tax  return  for  1942, 
is  it  not?  A.    Yes,  sir. 

Q.  Calling  your  attention  to  an  item  of  $29,- 
009.80.  A.    Yes. 

Q.     Do  you  know  what  that  represents? 

A.  I  imagine  that  is  tax  that  I  was  subject  to. 
Other  than  that,   no. 

Q.  That  is  not  called  a  tax.  That  is  on  item 
line  10,  shows  income. 

A.    Yes.  Oh,  I  see,  I  see. 

Q.    What  would  you  say? 

A.  That  was  what  I — that  was  what  my  note 
was  for,  [121]  I  believe. 

Q.  Would  you  say  that  that  item  of  $29,009.80 
is  or  is  not  the  amount  of  the  income  of  the  Trepte 
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Construction  Co.  for  1942  attributed  to  you  under 
the  terms  of  the  agreement  of  January  1,   1942, 
which  is  in  evidence  ? 

A.     I  believe  that  is  what  it  is. 

Q.  And  that  shows  a  tax  liability  of  $12,413.21, 
does  it  not?  A.    Yes. 

Mr.  Pigg:  I  offer  this  return  in  evidence,  your 
Honor,  as  Respondent's  Exhibit  I. 

The  Court:    Any  objection? 

Mr.  Stone:    None. 

The  Court:  Respondent's  Exhibit  I  is  admitted 
in  evidence. 

(The    document   above-referred   to    was   re- 
ceived in  evidence  and  marked  Respondent's 
Exhibit  I.) 
By  Mr.  Pigg: 

Q.  I  will  save  time.  This,  Mr.  Trepte,  is  the 
return  for  1943,  is  it  not,  bears  your  signature? 

A.    Yes,  it  does. 

Q.     And  is  your  return  for  1943?  A.     Yes. 

Q.  And  that  contains  one  item  on  line  9  of 
$23,058.26.  Is  it  or  is  it  not  a  fact,  if  you  know, 
that  that  represents  [122]  an  item  corresponding 
to  the  one  mentioned  on  the  1942  return,  so  far  as 
the  Trepte  Construction  Co.  is  concerned? 

A.     T  don't  understand  your  question. 

Q.  Let  me  withdraw  that.  Would  you  say  that 
that  item  represents  the  amount  of  income  from 
Trepte  Construction  Co.  for  1943  attributed  to  you? 

A.     To  me,  yes. 

Q.     Under  the  terms  of  the  agreement  of  Janu- 
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ary  1,  1942?  A.    Yes. 

Mr.  Pigg:  I  offer  this  in  evidence  as  Respon- 
dent's Exhibit  J. 

Mr.  Stone:    No  objection. 

The  Court:  Respondent's  Exhibit  J  is  admitted 
in  evidence. 

(The    document   above-referred   to   was    re- 
ceived in  evidence  and  marked  Respondent's 
Exhibit  J.) 
By  Mr,  Pigg: 

Q.  Mr.  Trepte,  referring  particularly  to  para- 
graph 21  of  the  stipulation  of  facts  in  this  case, 
assuming  that  stipulation,  particularly  that  para- 
graph, shows  checks  in  these  amounts  and  dates 
issued  by  the  Trepte  Construction  Co.,  March  15, 
1943,  $3,103.30,  June  20,  1943,  $3,103.30;  Septem- 
ber 13,  1943,  $3,103.31  and  December  10,  1943, 
$3,103.30,  and  assuming  that  those  items  aggregate 
$12,413.21  and  that  is  the  same  amount  as  shown 
as  tax  due  on  the  1941  return,  would  you  [123] 
say  that  those  were  the  amounts  of  checks  issued 
to  you  to  pay  the  tax  shown  on  your  1943  return? 

A.    Yes. 

Q.  Assuming  that  the  same  stipulation  of  facts 
shows  a  check  issued  and  charged  to  your  With- 
drawal Account  on  March  13,  1944,  for  $2,247.29, 
and  that  that  is  the  same  amount  as  is  shown  as 
the  tax  due  on  the  1943  return,  Exhibit  J,  would 
you  sa}'  that  was  the  check  issued  in  payment  of 
that  particular  item  of  tax  ?  A.     Yes. 

Q.     Now,  as  to  any  and  all  other  checks  or  items 
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shown  in  that  stipulatiotn,  that  paragraph,  as  iden- 
tified, as  being  issued  to  the  Collector  of  Internal 
Revenue,  would  you  say  that  is  or  is  not  a  fact, 
that  those  similar  items  were  issued  in  payment 
of  tax  shown  in  a  return  made  by  you,  an  income 
tax  return  made  by  you?  A.    Yes. 

Q.     For  some  other  year  after  or  later? 

A.    Yes. 

Q.  Was  your  only  source  of  income  since  1942 
the  Trepte  Construction  Co.? 

A.    Yes,   and  the   Navy. 

Q.  What  amounts  were  attributed  to  you  under 
the —  A.     Government. 

Q.  Excepting  the  Navy,  we  are  talking  about 
amounts  [124]  attributed  to  you  under  the  terms 
of  the  agreement  of  January  1,  1942,  were  your 
only  source  of  income  since  that  date. 

A.    Yes. 

Mr.  Stone:     If  the  court  please,  I  believe  that 
is  a  misstatement  of  the  question,  because  he  has 
already   testified   in   1942   he   received   salary   for 
work  on  the  Ryan  building. 
By  Mr.   Pigg: 

Q.     How  much  was  that? 

A.     On  the  Ryan? 

Q.    Yes. 

A.  I  know  I  was  paid  about,  I  know  it  was 
something  like  $35.00  a  week. 

Q.     For  how  long  a  period? 

A.  During  the  summer  months  between  the 
spring  and  fall. 
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Q.    And  that  was  for  what  year?  A.     1942. 

Q.  You  will  note  in  Exhibit  I  which  is  your 
1942  return,  there  is  a  reference  to  an  item  of 
$286.21.  Is  that  or  is  that  not  the  salary  to  which 
you  have  just  referred  as  for  the  Rohr  contract? 

A.    The  Ryan. 

Q.     Ryan?  A.    Yes.  [125] 

Mr.  Pigg:     I  think  that  is  all. 

The  Court:  Any  further  examination  of  this 
w^itness? 

Mr.  Stone:  We  would  like  to  ask  that  he  be 
excused  from  further  attendance  to  go  home  to 
start  to  school  tomorrow.  Any  objection? 

Mr.  Pigg:     I  don't  have. 

The  Court:    Have  you  finished  with  him? 

Mr.  Stone:    We  are  through,  yes. 

Mr.  Pigg:    That  is  agreeable,  your  Honor. 

The  Court:  This  witness  is  excused  from  fur- 
ther attendance  in  this  case. 

(Witness  excused.) 

Mr.  Stone:    I  will  call  Mrs.  Trepte. 

Whereupon, 

MARGARET  TREPTE, 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioners, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows: 

The  Clerk:    Will  you  tell  us  you  mame,  please f 
The  Witness:    Margaret  Trepte. 


! 
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Direct  Examination 
By  Mr.  Stone: 

Q.    You  are  the  wife  of  Walter  Trepte? 

A.    Yes. 

Q.  And  one  of  the  partners  of  the  Trepte  Con- 
struction [126]  Co.?  A.    Yes. 

Q.    When  were  you  married  to  Walter  Trepte? 

A.    In  1916. 

Q.  What  was  he  doing  for  a  business  at  that 
time?  A.    Working  for  his  father. 

Q.    Was  he  a  partner  or  just  an  employee? 

A.    No,  just  an  employee. 

Q.    In  what  kind  of  work? 

A.  Oh,  all  kinds,  pertaining  to  the  construction 
business. 

Q.  What  property  did  he  own  at  the  time  you 
were  married? 

A.     He  didn't  have  anything. 

Q.  And  you  have  lived  together  as  husband  and 
wife  ever  since  that  time?  A.     Yes. 

Q.  And  whatever  he  has  earned  since  that  time 
you  claim  as  community  property?  A.     Yes. 

Q.  Do  you  remember  the  occasion  of  the  discus- 
sions in  regard  to  making  a  partnership  and  taking 
the  boys  in  with  Mr.  Trepte?  A.    Yes. 

Q.     Do  you  know  where  that  occurred?  [127] 

A.  Well,  at  home  we  talked  about  it  for  quite 
awhile. 

Q.     When  was  that? 

A.  Well,  it  was  in  1941,  1940.  He  talked  about 
it  a  good  deal  as  the  boys  grew  up. 
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Q.  And  you  executed  the  partnership  agreement 
dated  January  1st,  1942,  as  one  of  the  partners, 
did  you?  A.    Yes. 

Q.  Did  you  know  at  that  time  that  you  were 
giving  up  nearly  half  of  your  community  interest? 

Mr.  Pigg:  I  object  to  that.  It  calls  for  the  con- 
clusion. 

The  Court:    Read  the  question  to  me,  please. 
(The  question  was  read.) 

The  Court:     Objection  overruled. 

The  Witness:     Yes. 

Mr.  Pigg:     Exception. 

The  Court:     Exception  allowed. 
By  Mr.  Stone: 

Q.     Did  you  favor  making  the  partnership? 

A.     Definitely. 

Q.    Why? 

A.  Well,  my  husband  was  flying  a  good  deal, 
and  if  anything  should  happen  there  would  be 
somebody  to  carry  on,  and  then  I  wanted  it  that 
way. 

Q.  Had  the  boys  ever  expressed  any  preference 
or  [128]  request  for  that  kind  of  work? 

A.    Yes. 

Q.  In  discussing  the  formation  of  the  partner- 
ship, was  there  any  discussion  about  its  reducing 
taxes  ?  A.     No. 

Q.  Was  there  any  mention  of  the  precedent  of 
Mr.  Trepte  and  his  father  and  their  partnership? 

A.    Yes. 

The   Court:     If  you   wish   a   record   here,   Mr. 
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Counsel,  you  better  have  your  witness  keep  her 

voice  up. 

Mr.  Stone:  I  didn't  hear  the  answer.  Was  there 
an  answer? 

The  Witness:    Yes. 
By  Mr.   Stone: 

Q.  The  reporter  has  to  take  it  down  and  can't 
get  the  nod  of  your  head.  Before  the  partnership 
agreement  of  January  1st,  1942,  was  made,  you 
read  it,  did  you?  A.     Yes,  I  did. 

Q.     You  knew  what  it  contained?  A.     Yes. 

Q.     And  signed  it?  A.     Yes. 

Q.  Did  you  know  that  it  had  a  provision  for 
any  of  the  partners  to  sell  their  interest  to  someone 
else?  A.    Yes.   [129] 

Q.  And  that  Walter  Trepte  was  made  the  man- 
ager of  the  business?  A.    Yes. 

Q.  And  that  the  dealings  imder  that  partner- 
ship are  controlled  by  the  majority  of  the  holdings 
of  the  partners?  A.    Yes. 

Q.  These  other  partners,  Walter  B.  Trepte  and 
Eugene  Trepte  are  your  sons? 

A.    Yes,  they  are. 

Q.  How  long  had  Eugene  talked  and  planned 
going  into  the  construction  business  with  his 
father? 

A.  Oh,  all  of  his  life,  ever  since  he  has  grown 
up  that  is  all  he  has  wanted  or  talked  aboiit. 

Q.  Has  he  shown  any  particular  interest  in  the 
business?  A.     Oh,  sure. 

Q.    What? 
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A.  Well,  he  would  work  in  the  summer  time, 
and  when  he  is  home  on  vacation  goes  down  to  the 
office  or  he  is  home  at  work  looking  over  the  books 
or  would  take  trips  with  his  father  around  the 
jobs. 

Mr.  Stone :    I  think  that  is  all. 

The  Court:    Read  that  answer  for  me,  please. 
(The  answer  was  read.)    [130] 

Cross  Examination 

By  Mr.  Pigg: 

Q.  Do  you  know  why  your  husband,  Walter 
Trepte,  was  made  manager  of  the  business  under 
the  terms  of  the  agreement  of  January  1,  1942? 

A.  Well,  of  course  the  business  belonged  to  him 
when  the  business  was  started.  He  had  always  been 
the  head  of  it. 

Q.  He  was  the  only  one  among  the  four  of  you 
at  that  time  who  had  the  necessary  education,  train- 
ing and  skill,  technical  and  otherwise? 

A.    Yes. 

Q.  To  carry  on  the  business  of  the  type  and 
character  in  which  he  was  then  engaged. 

A.    Yes. 

Q.  In  what  respect  does  that  differ,  if  at  all, 
since  January  1,  1942,  as  compared  to  prior  to 
that  time? 

A.     Well,  now  the  boys  help  him. 

Q.     The  boys  help  him  since  when? 

A.  Well,  you  know  Walter,  since  he  has  been 
working,  since  about  1935. 
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Q.    Then  he  helped  hun  before  January  1,  19421 

A.    Yes. 

Q.     As  well  as  afterwards? 

A.     Yes,  but  he  was  learning  the  business.  [131] 

Q.  And  he  was  paid  a  salary  of  $35  to  $55  or 
so  a  week  prior  to  January  1,  1942,  wasn't  he? 

A.    Yes. 

Q.  And  he  continued  to  receive  the  same  araoimt 
or  approximately  the  same  amount  week  after  week 
and  month  after  month  after  January  1,  1942, 
didn't  he?  A.    Yes. 

Q.  What  did  Walter  B.  Trepte,  your  elder  son, 
do  in  the  way  of  helping  his  father  after  January 
1,  1942,  that  he  had  not  done  before  that  date? 

A.  Well  he  did — of  course,  he  was  a  little  bit 
more  skilled  at  that  time  in  the  business. 

Q.     At  what  time  now  are  you  referring  to? 

A.    Well,  than  when  he  started  in. 

Q.  In  other  words,  he  was  more  experienced  on 
January  1,  1942,  than  he  was  in  1935? 

A.    Absolutely. 

Q.  And  correspondingly  I  suppose  the  same 
thing  would  be  true  as  of  this  date?  A.     Yes. 

Q.    Using  as  your  relative  date,  January  1,  1.942? 

A.    Yes. 

Q.  Who  actually  prepared  the  written  agree- 
ment or  contract  of  January  1,  1942,  do  you  know, 
Mrs.  Trepte?  A.     Beg  pardon?  [132] 

Q.  Who  actually  prepared  the  written  agree- 
ment of  January  1,  1942?  Do  you  know  who  did 
that,  who  prepared  that,  the  contract  or  agreement, 
written  agreement? 
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A.    Well,  I  guess  he  did,  we  all  did. 

Q.     Who  prepared  it,  who  drafted  it? 

A.     The  attorney. 

Q.     AVhat  attorney?  A.     Mr.  Stone. 

Q.  Mr.  Stone.  And  was  Mr.  Stone  present  at 
your  discussions  then,  the  preliminary  discussions 
that  led  up  to  the  signing  of  it?  A.     TSTo. 

Q.     None  of  them? 

A.     No,  not  when  I  was  there. 

Q.    Which  ones  were  you  at  ? 

A.  Well,  we  discussed  it,  my  husband  and  I 
discussed  it,  more  at  the  house  out  there. 

Q.  You  didn't  take  part  in  the  discussions  at 
the  office  then? 

A.     I  did  in  some  of  them  but — 

Q.     Just  happened  to  drop  in  on  those  occasions? 

A.     Well,  I  don^t  just  remember  that  part. 

Q.  It  is  a  fact,  isn't  it,  that  you  left  the  whole 
matter  to  your  husband's  best  judgment? 

A.     Yes,  absolutely.  [133] 

Q.  AA^hatever  he  decided  and  concluded  was  best 
to  do,  was  all  right  with  you,  wasn't  it? 

A.    Yes. 

Q.  You  didn't  actually  study  the  terms  of  the 
agreement  of  January  1,  1942,  for  the  purpose  of 
determining  whether  you  should  or  should  not  sign 
it,  did  you? 

A.     No,  but  I  read  it  very  thoroughly. 

Q.  You  relied  entirely  on  your  husband's  judg- 
ment about  what  was  the  best  to  be  done? 

A.    Yes. 

Mr.  Pigg:     That  is  all. 
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Redirect  Examination 
By  Mr.  Stone : 

Q.    Were   you   at   all   influenced   by   what   you 
wanted  done  for  the  boys? 

A.     No,  not  a  bit,  because  we  were  in  agreement 
about  it,  both  wanted  the  same  thing. 

Mr.   Stone:     That  is  all. 

Mr.  Pigg:    That  is  all. 

The  Court:     Call  your  next  witness. 
(Witness  excused.) 

Mr.  Stone:     Mr.  Walter  Trepte. 

Thereupon, 

WALTER  TREPTE, 

called  as  a  witness  for  and  on  behalf  of  the  peti- 
tioners, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows:  [134] 

The  Clerk:    Tell  us  your  name,  please. 

The  Witness:     Walter  Trepte. 

The  Clerk:    No  middle  initial? 

The  Witness:    No. 

Direct  Examination 

By  Mr    Stone: 

Q.  How  old  are  you?  A.     54. 

Q.  What  is  your  business? 

A.  General  contractor. 

Q.  How  long  have  you  been  engaged  in  that 
business  ? 

A.  Since — in  the  contracting  business? 

Q.  Yes.  A.     Since  1917. 
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Q.    And  what  were  you  engaged  in  before  1917? 

A.  In  various  crafts,  working  at  the  various 
crafts  in  the  contracting  industry. 

Q.    Who  did  you  work  for  before  1917? 

A.    My  father.  [135] 

Q.     What  was  his  name? 

A.    Morris  Trepte. 

Q.    In  San  Diego?  A.    In  San  Diego. 

Q.    What  change  w^as  made  in  1917? 

A.     I  became  a  partner  with  my  father. 

Q.  And  did  he  give  you  the  interest  or  did  you 
buy  it  or  how  did  you  acquire  it? 

A.     I  gave  him  a  note  for  it,  for  the  interest. 

Q.    Was  the  note  paid?  A.    Yes. 

Q.    How,  what  funds? 

A.  Out  of  earnmgs.  The  note  was — ^my  father — 
may  I — 

Q.    Yes. 

A.  My  father  had  previously  had  a  partner  by 
the  name  of  Ed  Rambo,  and  I  bought  out  his  in- 
terest. 

Q.  Before  you  went  to  work  as  a  partner  with 
your  father,  what  schooling  did  you  have? 

A.  Two  years  of  structural  design,  California 
School  of  Mechanical  Arts,  San  Francisco. 

Q.     When  did  you  obtain  that  schooling? 

A.     From  1910  to  1912. 

Q.  Then  from  1912  on  to  1917  was  entirely 
spent  working  with  your  father?  [136] 

A.     That  is  right. 

Q.  And  for  how  long  did  your  partnership  with 
vour  father  continue? 
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A.  I  don't — I  think  it  was  some — I  think  until 
1928. 

Q.  And  what  arrangement — did  he  retire  from 
the  business? 

A.     I  bought  him  out.  I  bought  out  his  interest. 

Q.     Did  you  pay  for  that  in  cash  or  by  a  note? 

A.     In  cash. 

Q.  From  1928  to  1942,  was  there  anyone  else 
associated  with  you  in  the  business?  A.     No. 

Q.  What  kind  of  construction  work  did  you  do 
largely  in  that  period? 

A.  What  is  known  as  commercial  construction 
and  some  engineering  construction,  road  work  and 
bridges. 

Q.  In  this  construction  work,  did  your  particu- 
lar architectural  engineering  education  give  you 
any  real  assistance?  A.     Definitely. 

Q.    How? 

A.  Well,  enabled  me  to  grasp  the  fundamentals 
much  faster  than  if  I  had  not  had  that  training. 

Q.  Were  you. able  to  do  the  engineering  your- 
self on  [137]  some  jobs  that  others  would  have  to 
have  architects  for?  A.     That  is  right. 

Q.  Did  you  urge  or  guide  your  sons  as  to  their 
education  as  they  grew  up? 

A.  Well,  of  course  I  hoped  that  they  would  join 
in  our  business.  I  influenced  them  all  I  could. 

Q.  And  particularly  as  to  the  schooling  that 
they  should  have?  A.     Yes. 

Q.  For  instance,  Gene's  California  Polytechnic 
School,  did  you  discuss  that  with  him  before  he 
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went  there?  A.    Yes. 

Q.    Did  you  investigate  it?  A.    Yes. 

Q.     Did  you  recommend  it?  A.    Yes. 

Q.     Why? 

A.  AVell,  I  had  taken  it  up  with  the  president 
of  the  San  Diego  State  College  who  I  thought  was 
good,  was  an  authority  on  schools,  and  he  recom- 
mended that  for  a  short  term  course  that  Cal.  Poly, 
was  the  best  that  they  had. 

Q.  Why  did  you  form  the  Trepte  Construction 
Company  ? 

A.  Well,  I — firstly,  because  of  the  dangerous 
flying  that  we  had  to  do  to  get  to  these  off -shore 
Navy  jobs;  secondly,  because  of  the  business  back- 
ground: I  had  gone  in  [138]  with  my  father  and 
I  felt  that  it  was  a  good  thing  for  my  sons  to  do 
likewise. 

Q.  Was  there  any  particular  trip  to  San  Clem- 
en te  after  which  the  question  of  partnership  was 
discussed  with  anyone? 

A.  Well,  one  of  the  earlier  trips  that  Mr.  Gold- 
en and  I  took,  we  had  a  near  crash  in  landing  in  a 
fog,  and  we  discussed  the  question  of  what  would 
become  of  this  particular  fixed  fee  contract  we  had 
with  the  Navy  in  the  event  of  one  or  both  of  our 
deaths,  so  I  told  Mr.  Golden  that  I  had  been 
considering  having  the  boys  go  in  partnership  with 
me,  and  that  I  thought  we  should  get  one  formed 
as  soon  as  we  could  to  carry  on  the  business  if 
anything  happened  to  us. 

Q.  Was  anything  along  that  same  line  sug- 
gested to  you  by  any  of  the  government  officers? 
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A.  Well,  one  thing,  Montgomery  happened  to — 
either  Montgomery  or  Smith,  I  think,  I  was  riding 
in  the  plane  to  and  from  there  and  they  agreed 
that  it  would  be  very  involved  if  anything  like  that 
happened,  an  accident. 

Q.    Do  you  know  Mr.  Smith's  first  name? 

A.     Henry  Smith,  Henry  B.  I  think  it  is. 

Q.     Did  you  go  frequently  to  San  Clemente? 

A.    Yes,  I  went  about  once  a  week. 

Q.  How  did  they  travel,  what  course  to  get 
there? 

A.  Well,  they  traveled  north  to  Oceanside  and 
to  the  control  station  and  then  westerly  to  San 
Clemente  Island.  [139] 

Q.  When  was  this  occasion  that  you  were  speak- 
ing about  when  you  were  in  the  plane  discussing 
the  family  partnership? 

A.  Well,  it  must  have  been  the  summer  of  1941. 
We  started  the  job  in  the  summer  of  1941.  It  must 
have  been  shortly  after  that. 

Q.  What  contract  was  this  San  Clemente  job 
under?  A.    Well,  that  is  NOY-4025. 

Q.    With  what  department  of  the  government? 

A.  The  Bureau  of  Public  Works,  the  United 
States  Navy. 

Q.  Where  was  the  work  located  that  was  done 
under  that  government  contract? 

A.    All  of  the  work? 

Q.    Yes. 

A.  Well,  the  original  contract  was  for  work, 
some  $2,700  worth  of  work.  Most  of  that  was  on 
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North  Island,  which  is  in  San  Diego  Bay,  and  that 
last  work  on  that  was  completed,  or  that  portion 
of  the  contract  had  to  be  completed  roughly  in  a 
year's  time.  After  that  the  contract  was  extended 
to  include  the  Brown  Field  facilities  of  the  lower 
end  of  San  Diego  Bay,  the  Otay  Mesa  Airfield  fa- 
cilities and  Kearney  Mesa  Airfield  facility  and  the 
San  Clemente  Island  Airport  facility.   [140] 

Q.    All  in  that  same  contract? 

A.     That  is  right. 

Q.  How  was  the  compensation  paid  under  the 
contract,  what  compensation? 

A.  It  was  paid  as  a  fixed  fee,  on  a  fixed  fee 
basis  that  was  determined  by  the  officer  in  charge. 

Q.  What  was  the  original  fee  on  the  original 
part  of  the  contract? 

A.  Somewhere  in  the  neighborhood  of  3  percent, 
as  I  remember  it. 

Q.  How  was  that  paid  to  you,  what  kind  of  in- 
stallments and  where  from? 

A.  Well,  it  was  paid  from  the  Bureau  of  Public 
Works  at  Washington  —  Bureau  of  Yards  and 
Docks  in  Washington.  I  don't  know  whether  it  was 
— I  can't  say  whether  there  was  any  definite  or 
fixed  intervals  or  not.  It  was  paid  in  at — in  install- 
ments, but  the  final,  of  course,  count  was  not  deter- 
mined until  the  termination  of  the  contract. 

Q.  Was  that  paid  in  separate  checks  or  re- 
mittances from  the  payments  that  were  made  to 
you  for  the  work  as  it  progressed,  meaning  for 
the  material  and  labor,  was  that  paid  you  too  under 
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the  contract?  A.    Yes. 

Q.    They  were  paid  separately,  were  they  not? 

A.    Yes.  [141] 

Q.  How  did  you  collect  your  money  on  the  pay- 
ments for  the  labor  and  materials  you  put  into 
it,  weekly  or  monthly? 

A.  Well,  I  think  it  started  monthly,  and  then 
as  the  job  became  larger  I  think  it  was  bi-monthly, 
and  it  may  have  gotten  down  to  weekly  toward  the 
last. 

Q.  What  did  you  have  to  send  to  the  govern- 
ment to  get  those  payments? 

A.     The  paid  bills  and  the  cancelled  checks. 

Q.  How  much  did  that  contract  eventually  run 
into  in  dollars? 

A.  I  believe  it  was  between  twenty-one  and 
twenty-two  million. 

Q.  Was  the  fee  after  this  first  two  million  of 
progress  or  what  ever  it  was  that  you  said  was  a 
little  over  3  percent,  was  it  the  same  rate  of  fixed 
fee  after  that  for  the  rest  of  the  contract? 

A.  No,  we  had — the  Bureau  of  Yards  and  Docks 
determined  that.  We  were  told  what  we  were  to 
receive  and  we  took  it. 

Q.    Was  it  3  percent? 

A.  No,  I  believe  it  was  less  than  that,  it  aver- 
aged less  than  that. 

Q.     The  last  part  of  it  got  less  and  less,  did  it? 

A.  Yes,  as  the  contract  became  larger  the  fee 
became  [142]  smaller. 

Q.    Well  now,  after  your  talk  with  Mr.  Golden, 
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did  you  have  further  discussion  with  your  family 

in  regard  to  a  partnership '?  A.     Yes. 

Q.    And  where  and  when? 

A.  Well,  it  was  before — it  was  the  fall  of  1941, 
and  of  course  we  discussed  it  at  home  between  the 
four  of  us. 

Q.  Were  the  boys  questioned  about  their  want- 
ing to  step  into  the  business  as  partners? 

A.    Yes. 

Q.    And  they  wanted  to? 

A.  Yes.  I  explained  to  them  what  an  advantage 
it  was  to  be  taken  in  as  a  partner,  because  I  had 
had  the  experience  myself  and  found  what  a  big 
advantage  it  was  to  take  over  a  reputation  for 
ability  and  integrity  that  you  don't  have  to  sweat 
for  yourself,  and  they  were  able  to  see  that  and 
to  appreciate  it. 

Q.  You  had  reference  to  your  experience  with 
your  father,  taking  over  his — 

A.     That  is  right. 

Q.  Was  there  any  discussion  among  you  about 
making  the  partnership  for  the  purpose  of  avoid- 
ing or  reducing  taxes  ? 

A.  No,  I  don't  think  taxes  were  mentioned. 
They  were  [143]  a  very  minor  thing  then. 

Q.     And  the  war  had  not  come  on  at  that  time? 

A.    No. 

Q.  Why  did  you  make  the  notes  3  percent  in- 
terest ? 

A.  As  I  remember — I  don't  remember  why,  for 
wliat  definite  reason. 
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Q.  Would  you  know  why  you  didn't  make  it 
6  percent? 

A.    Well,  I  wouldn't  want  to  stick  the  boys. 

Q.  Now,  at  the  time  that  partnership  agreement 
was  made,  was  Walter  B.  Trepte  sufficiently  edu- 
cated in  the  business  to  take  responsibility? 

A.    Yes. 

Q.  And  what  kind  of  responsibility  could  you 
give  him? 

A.  He  could  take  care  of  any  of  the  offi^^e  or 
accounting  or  hiring  or  personnel  end  of  the  work. 
He  had  an  enlarged  heart  so  he  could  not  work 
out  on  the  job  the  way  Gene  and  I  had  worked. 

Q.  Do  you  think  it  is  necessary  for  the  boys,  to 
have  the  proper  education,  to  work  in  the  dirty 
work  of  the  business? 

A.  Well,  I  do  to  some  extent,  not  as  much  as 
my  father  did. 

Q.  What  is  Walter  B.'s  position  in  the  partner- 
ship now,  what  is  his  work? 

A.  Well,  I  would  say  he  was  assistant  manager, 
assistant  to  me.   [144] 

Q.  When  you  are  gone  he  has  the  responsi- 
bility? 

A.  That  is  right.  I  was  gone  a  considerable 
time  this  summer  and  he  was — took  my  place,  with 
a  considerable  amount  of  work  on  hand. 

Q.  You  were  doing  considerable  work  during 
the  summer? 

A.  As  much  as  we  were  doing  during  the  war 
or  more. 
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Q.    But  for  other  than  government? 

A.  Yes,  I  don't  believe  there  were  any  govern- 
ment contracts  this  summer. 

Q.  In  the  partnership  agreement  among  the 
items  assigned  to  the  partnership  was  this  item: 
Naval  air  station  job  equity,  $88,458.88.  What  did 
that  $88,000  of  the  naval  air  station  job  equity 
consist  of? 

A.  Well,  working  capital  and  the  money  owed 
us  for  labor  and  materials. 

Q.    None  of  that  would  be  the  profits  of  the  job? 

A.    No. 

Mr.  Pigg:  Your  Honor,  I  have  refrained  from 
objecting  for  so  long.  I  wish  coimsel  would  be  in- 
structed not  to  continue  to  lead  his  witness.  This 
witness  is  an  intelligent  witness  and  does  not  need 
to  be  led.  Let  him  testify,  please. 

The  Court:    I  tell  counsel  quite  often  exactly  in 
the  same  proportion  that  a  witness  is  led  his  testi- 
mony must  logically  be  discounted.  [145] 
By  Mr.  Stone: 

Q.  Do  you  have  any  other  assets  of  your  own 
other  than  those  that  you  assigned  to  the  partner- 
ship? A.    Yes, 

Q.    What  character  and  what  do  they  consist  of  ? 

A.  Well,  they  were  real  estate  and  securities, 
liberty  or  government  bonds. 

Q.  How  long  had  Walter  B.  Trepte  been  work- 
ing for  you  before  the  partnership  was  entered 
into?  A.    Well,  off  and  on  since  1935. 

Q.     At  the  time  the  partnership  was  made,  what 
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authority  did  he  have  in  regard  to  the  business, 

your  business? 

A.    At  the  time  it  was,  before? 

Q.  Yes,  just  at  the  time  the  partnership  was 
made,  yes? 

A.  Well,  at  that  time  he  was — I  would  consider 
him  as  personnel,  personnel  man  for  our  organiza- 
tion. 

Q.     Did  he  have  any  authority  to  sign  checks? 

A.     Oh,  yes. 

Q.     Did  he  sign  any?  A.    Yes. 

Q.  After  the  partnership  was  made,  was  there 
any  adjustment  made  by  the  partners  as  to  a  draw- 
ing account  to  equalize  the  different  earning  ca- 
pacity  of   the   partners? 

A.    Will  you  repeat  that? 

Mr.  Stone:    Read  it  please. 

(The  question  was  read.)    [146] 

The  Witness:     Yes. 
By  Mr.  Stone: 

Q.    What  was  that? 

A.     The  amoimts,  I  couldn't  give  that. 

Q.  The  amoimt  that  Walter  drew,  Walter  B. 
Trepte  drew,  you  would  not  know? 

A.  Well,  it  was  around  forty-eight  hundred  or 
five  thousand  a  year. 

Q.     And  how  much  did  you  draw? 

A.  Twenty,  with  the  exception  of  one  year 
when,  I  think  it  was  1944,  when  my  business  was 
slow,  I  think  I  drew  ten. 

Q.    You  mean  ten  himdred? 
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A.     Ten  thousand. 

Q.    And  other  years  how  much? 

A.     Twenty. 

The  Court:    Meaning  twenty  thousand. 

The  Witness:    Pardon  me.  Twenty  thousand. 
By  Mr.  Stone: 

Q.  And  were  those  salary  amounts  deducted  be- 
fore figuring  the  profits  that  were  divided  between 
the  partners?  A.    Yes. 

Q.  After  the  partnership  was  formed,  did  the 
boys  have  any  right  or  exercise  any  right  to  draw 
any  of  the  partnership  funds  for  their  own  use? 

A.    Yes. 

Q.     And  did  they  draw  it?  A.    Yes. 

Q.  At  the  time  the  partnership  was  made  had 
Gene,  that  is  Albert  Eugene  Trepte,  shown  any 
aptitude  for  the  construction  business? 

A.    Yes. 

Q.     In  what  way  could  you  see  it? 

A.  AYell,  he  had  a  natural  ability  to  handle  men 
and  he  had  an  interest  in  the  engineerins:  end  of 
the  business.  I  thought  that  he  had  exceptional 
ability  as  far  as  getting  people  and  being  able  to 
— to  get  business,  which  is  a  big  factor  in  the  work. 

Q.  Since  the  partnership  is  made,  has  he  taken 
any  active  part  with  you  in  the  planning  or  man- 
agement or  operation  of  the  business,  other  than 
these  summers  that  he  worked? 

A.  Well,  he  has  shown  a  definite  interest  in 
what  jobs  we  were  doing  and  what  the  costs  of 
the  jobs  were,  how  efficiently  they  were  operated 
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and  he  has  always  shown  an  interest  in  the  number 
of  jobs  we  had,  where  they  were  and  how  they 
were  progressing. 

Q.  Do  you  know  of  his  ever  going  to  any  of 
those  jobs  to  check  up  on  them  when  he  was  not 
with  you?  A.     Yes.   [148] 

Q.  Have  his  questions  afterward  when  you  say 
he  was  there  indicated  why  he  went  there? 

A.    "Well,  to  enlighten  himself. 

Q.    Has  he  been  on  the  jobs  with  you  any  times? 

A.    Yes. 

Q.  Take  any  part  in  any  discussion  with  you 
as  to  the  character  of  the  job,  how  it  would  be 
handled  and  carried  out?  A.    Yes. 

Q.  T  show  you  Exhibit  6.  Is  that  your  signa- 
ture ?  A.     Yes. 

Q.  And  your  wife's,  Margaret  Trepte 's  signa- 
ture? A.    Yes. 

Q.  Since  that  was  executed  on  April  18,  1942 
have  you  ever  collected  or  used  any  part  of  Gene's 
earnings  ? 

A.     Well,  repeat  that.  I  didn't  get  that. 

Mr.  Stone:    Will  you  read  it  Mr.  Reporter? 
(The  question  was  read.) 

The  Witness:     No. 
By  Mr.  Stone: 

Q.  Or  have  you  paid  for  his  expenses,  school 
expenses  or  any  other  expense? 

A.     No,  the  partnership  did. 

Q.     Out  of  his  part,  was  that? 

A.     Out  of  his  part. 
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Q.  How  was  the  transition  made  from  your  in- 
dividual [149]  business  of  December  1941  to  the 
partnership  in  January  1942?  Was  it  a  sudden 
change-over  or  was  it  gradual? 

A.  Well,  I  would  say  it  was  gradual.  I  was  out 
of  the  home  office  most  of  that  time,  due  to  the 
fact  that  the  Navy  required  me,  this  fixed  fee  con- 
tract, that  I  and  Mr.  Golden  gave  our  individual 
— our  own  time  to  it,  practically  undivided.  The 
change  was  probably  gradual. 

Q.     Did  you  immediately  print  new  stationery? 

A.     T  don't  believe  so. 

Q.     Did  you  immediately  print  new  checks? 

A.    No. 

Q.    What  did  you  do? 

A.  Well,  we  have  had  stamps  made  and  with 
the — we  used  to  put  these  stamps  that  were  all 
ready,  or  these  checks  and  letterheads  that  were 
already  printed,  overstamped  it  with  the  Trepte 
Construction  Company. 

Q.  You  have  another  child,  have  you  not,  other 
than  these  two  boys?  A.    Yes,  a  daughter. 

Q.  Was  she  considered  at  all  in  talking  of  this 
partnership  ?  A.     No. 

Q.    Why  not? 

A.  Well,  she  could  not — I  didn't  feel  that  she 
could  lend  any  benefit  to  the  partnership-  [150] 

Q.  You  have  referred  to  the  naval  air  station 
job,  NOY-4025.  Were  there  other  government  jobs 
that  you  were  doing  between  1940  and  the  end  of 
the  war?  A.    Yes,  considerable. 
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Q.    What  were  they? 

A.  Well,  the  first  one  was  the  fuel  depot  job, 
Navy  fuel  depot  job  at  San  Diego.  The  second  one 
was  a  Defense  Plant  Job  at  Rohr  Aircraft  Com- 
pany in  Chula  Vista.  Then  there  was  a  sea  water 
tunnel  job  that  I  think  had  governmental  backing, 
I  am  not  sure,  for  the  San  Diego  Gas  and  Electric 
Company.  Then  we  did  several  jobs  for  the  Ryan 
Aeronautical  Company,  and  I  believe  the  Navy 
paid  for  one  and  the  DPC  paid  for  the  other  one. 

Q.  And  what  size  were  these  jobs,  the  water 
tunnel  for  instance? 

A.  I  think  it  was  around  three  hundred  thou- 
sand. 

Q.     And  the  Navy  fuel  depot? 

A.     $750,000. 

Q.    And  the  Rohr  Defense  Plant  Job? 

A.     Close  to  a  million  dollars. 

Q.    And  Ryan? 

A.     Close  to  a  million  dollars. 

Q.  Those  were  taken  under  what  names,  those 
contracts  ? 

A.  Well,  the  Ryan  jobs  were  under  Trepte  Con- 
struction Company.  The  fuel  job  and  tunnel  and  the 
one  for  the  Rohr  [151]  Aircraft  Job  were  Golden 
Trepte   Construction. 

Q.  On  or  about  January  1,  1942  how  large  an 
organization  did  you  have  in  your  business,  how 
many  employees? 

A.     Oh,  I  would  say  around  between  75  and  100. 

Q.  In  the  naval  air  station  work  of  Golden  & 
Trepte,  how  many  were  employed  at  that  time? 
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A.     I  think  the  peak  was  1500  men. 

Q.  Did  Walter  B.  have  any  additional  respon- 
sibility in  connection  with  the  naval  air  station  job? 

A.    Yes. 

Q.    What  was  his  share? 

A.  AVell,  he  was — first  he  was  with  the  time- 
keeping department,  then  he  was  assistant  person- 
nel man,  and  then  he  was  equipment  manager  to- 
wards the  last  at  the  end  of  the  contract,  when  we 
w^ere  having  these  hurdles  at  the  job,  and  immed- 
iately had  to  get  a  very  large  amount  of  equipment, 
particularly  rented  equipment,  and  all  of  that  he 
supervised  as  a  representative. 

The  Court:  We  are  now^  past  5:00  o'clock,  gen- 
tlemen. We  will  be  recessed  imtil  tomorrow  morn- 
ing at  10:00  o'clock. 

(Whereupon,  at  5:10  o'clock  p.m.,  an  ad- 
journment was  taken  until  10:00  o'clock  a.m., 
Tuesday,  December  2,  1947.)  [152] 

Los  Angeles,  Dec.  2,  1947—10:05  a.m. 

PROCEEDINGS 

The  Court:     Proceed  with  the  case  on  trial. 

Whereupon, 

WALTER  TREPTE, 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioners, having  been  previously  duly  sworn,  re- 
sumed the  stand  and  testified  further  as  follows: 
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Direct  Examination — (Continued) 
By  Mr.  Stone : 

Q.  Mr.  Trepte,  when  was  the  Defense  Plant 
Corporation  contract  for  the  Rohr  building  that 
you  mentioned  entered  into? 

A.     In  the  smnmer  of  1942. 

Q.  Is  your  partnership,  the  Trepte  Construc- 
tion Company,  still  continuing  as  a  going  partner- 
ship? A.    Yes. 

Q.    Any  plans  of  change  of  it  in  the  future? 

A.    No. 

Mr.  Stone:    That  is  all.  You  may  cross  examine. 
Cross  Examination 
By  Mr.  Pigg: 

Q.  Mr.  Trepte,  concerning  your  employment  and 
your  partnership  with  your  father  in  previous 
years  as  you  have  described  it,  what  kind  of  busi- 
ness did  you  say  that  was? 

A.     The  same  business,  construction  business. 

Q.  The  same  business  you  have  been  in  since 
about  19 — well,  since  a  long  time  prior  to  1917? 

A.  He  started  the  business  in  San  Diego  in 
1895. 

Q.  That  is,  doing  commercial  contracting  and 
engineering  contracting?  A.     That  is  right. 

Q.     What  is  the  difference  between  the  two? 

A.  Well,  the  building  construction  is  commer- 
cial buildings  in  particular,  building  factories  and 
warehouses.  Engineering  contracting  is  usually 
composed  of  road  work,  bridges,  waterfront  work. 

Q.     In  every  case  it  requires,  for  the  purpose 
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of  submitting  bids  to  the  person  or  the  company 
or  the  government  or  otherwise,  requires  a  knowl- 
edge of  and  skill  in  engineering  and  construction 
engineering,  materials  and  labor  markets,  and 
prices  and  things  of  that  kind  ? 

A.     That  is  right. 

Q.  What  was  the  gentleman's  name  that  you 
mentioned  as  having  been  a  partner  with  your 
father  prior  to  the  time  you  became  a  partner? 

A.     Edward  L.  Rambo. 

Q.  I  believe  you  said  you  bought  his  interest  in 
1917? 

A.  Well,  I  gave  my  father  a  note  for  his  half 
of  the  business. 

Q.  You  gave  your  father  a  note  for  whose  half 
of  the  [157]  business? 

A.    Well,  for  the  other  half  that  I  took. 

Q.    What  became  of  Rambo? 

A.  Well,  he  was  I  suppose  reimbursed  out  of 
the  money  that  my  father  must  have  bought  him 
out  and  then  taken  my  note  for  his  half. 

Q.  Now,  you  said  you  bought  Mr.  Rambo 's  in- 
terest in  your  father's  business  at  that  time,  didn't 
you? 

A.  Well,  that  is  actually  what  happened.  He 
left  the  business  and  I  came  in  his  place.  T  had 
been  workins:  as  a  superintendent  for  my  father 
and  for  Rambo. 

Q.     In  1917  approximately  how  old  were  you? 

A.    I  was  24. 
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Q.  And  how  long  prior  to  that  time  had  you 
been  working  for  your  father  in  that  business? 

A.  Well,  since  1915.  I  ranched  in  the  Imperial 
Valley  for  two  years  on  some  property  my  father 
owned. 

Q.    Was  that  for  two  or  three  years  before  1917  ? 

A.    Yes. 

Q.  You  were  familiar  with  the  transaction  by 
which  you  became  as  you  said  a  partner  with  your 
father  at  that  time,  weren't  you?  You  knew  how 
the  transaction  was  consummated? 

A.    Well,  yes. 

Q.  All  right  now,  but  what  happened  to  Mr. 
Rambo?  Did  he  take  his — was  there  a  division  of 
the  partnership  [158]  assets  at  that  time,  did  he 
take  his  out  separately? 

A.  I  think  he  did.  There  was  very  little  part- 
nership property  at  the  time. 

Q.    What  did  it  consist  of? 

A.  A  small  amount  of  equipment  and  a  small 
amount  of  working  capital. 

Q.  He  could  not  have  taken  the  equipment, 
could  he,  Mr.  Trepte?  A.     No. 

Q.  Then  how  did  he  take  his  interest  or  share 
out,  if  he  did? 

A.  Well,  my  father  must  have  given  him  a 
check. 

Q.     But  you  don't  know? 

A.     No,  I  don't  know. 

Q.  You  don't  really  know  how  you  acquired 
your  interest  as  a  partner  in  the  business,  do  vou? 
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A.  Except  that  I  did  sign  a  note  for  what  my 
father  figured  was  the  vahie  of  the  business. 

Q.  Are  there  any  books  or  records  in  existence 
now  that  would  throw  any  light  on  the  truth  or 
accuracy  of  the  testimony  you  have  given  concern- 
ing that  transaction. 

A.  I  don't  know.  I  couldn't  say  definitely.  I 
think  there  are,  but  I  don't  know. 

Q.    What  and  where  are  they? 

A.  If  there  are  any  such  records  I  imagine  my 
father  has  [159]  them. 

Q.     Your  father  is  still  living? 

A.     That  is  right. 

Q.     At  all  events  they  are  not  in  the  courtioom? 

A.     AVhat  is  that? 

Q.     At  all  events  they  are  not  in  the  courtroom? 

A.     No,  that  is  right. 

Q.  Now,  in  1928  I  believe  you  said  you  bought 
your  father's  interest  in  the  business  for  cash,  didn't 
you? 

A.  Well,  there  was  a  cash — there  was  a  division 
of  property  and  then  a  cash  adjustment.  We  na- 
turally accumulated  some  real  estate  in  our  busi- 
ness transactions.  He  took  some  of  it  that  way 
rather  the  real  estate  was  divided  and  then  an 
adjustment  was  made  in  cash.  He  took  the  bulk 
of  the  real  estate,  as  I  remember  it. 

Q.  You  mean  that  your  father  just  withdrew 
from  the  business  at  that  time  and  took  a  portion 
of  the  assets  representing  his  agreed  interest? 

A.     That  is  right. 
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Q.  To  whom  did  you  make  payment  of  cash 
as  a  result  of  the  1917  transaction,  that  is  in  pay- 
ment of  the  note  or  otherwise? 

A.  Well,  the  note  must  have — I  am  quite  sure 
1  gave  it  to  my  father. 

Q.  You  don't  remember.  Do  you  remember  how 
much  the  [160]  note  was  for? 

A.    No,  I  don't  remember  exactly. 

Q.    Your  memory  is  very  vague  on  that,  isn't  it? 

A.    Yes,  it  has  been  a  long  time. 

Q.  Prior  to  January  1,  1942  I  believe  you  said 
that  your  own  business,  that  is  the  business  Walter 
Trepte  Builders,  had  about  75  to  100  employees? 

A.    I  would  say  so. 

Q.  Can  you  classify  those  employees  as  to  the 
respective  skills  as  between  laborers  and  those  who 
had  either  special  training  or  abilities,  and  the  ap- 
proximate nimiber? 

A.  Well,  usually  the  skills — by  skill  you  mean 
the  foreman  and  supervisors? 

Q.     Yes,  something  like  that. 

A.  Well,  they  usually  constitute  from  10  to  20 
percent,  depending  on  the  type  of  work  wc  are 
doing. 

Q.  Was  the  business  divided  up  into  depart- 
ments, rather  than  one  foreman  did  you  have  a 
department  head  or  something  like  that  responsible 
for  any  particular  phase  of  the  work,  accomplish- 
ment or  any  particular  part  of  the  work  or  job? 

A.  Yes,  there  was  always  a  superintendent  for 
each  job. 
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Q.  And  if  you  were  working  on  two  or  more 
jobs,  you  would  have  superintendents  for  each  job, 
wouldn't  you? 

A.  AVell,  on  a  large  one,  yes,  but  if  there  were 
[161]  several  jobs  that  one  superintendent  could 
handle  that  he  was  dividing,  he  w^ould  handle  three 
or  four  jobs  or  two  jobs. 

Q.  Then  the  superintendent  would  have  certain 
subordinates,  that  is,  more  or  less  technical  men 
who  would  be  charged  with  responsibility  for  the 
work  of  the  laborers  or  the  men  that  did  the  actual 
work?  A.     That  is  right. 

Q.  Now  these  superintendents  or  the  superinten- 
dent, as  the  case  might  be,  they  were  responsible 
directly  to  you,  were  they  not?  A.    Yes. 

Q.    Worked  under  your  supervision? 

A.    Yes. 

Q.     Under  your  direction?  A.     Yes. 

Q.    You  told  them  what  to  do  and  how  to  do  it? 

A.     That  is  right. 

Q.  And  that  is  equally  true  as  to  any  w^ork  that 
either  or  both  of  your  sons,  Albert  Eugene  I  be- 
lieve and  Walter  B.  did  at  that  time,  is  it  not? 

A.  Yes.  It  would  be  particularly  true  with  Wal- 
ter. 

The  Court:  I  am  afraid  that  question  doesn't 
mean  much  to  me,  Mr.  Pigg.  It  is  indefinite  m  my 
mind.  If  you  want  to  show  some  facts,  you  better 
bring  them  out  a  little  more  definitely.  I  don't 
know  what  the  witness  means  in  response  [162] 
to  that  question. 
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Mr.  Pigg:    Thank  you,  your  Honor.  I  was  turn- 
ing over  the  same  thing  in  my  mind. 
By  Mr.  Pigg: 

Q.  So  far  as  Walter  B.  Trepte  is  concerned 
the  work,  the  things  he  did  or  performed,  as  you 
have  heretofore  described — now  let's  rate  this 
question  up  to  including  December  31,  1941 — ^he 
did  that  work  and  performed  those  things  under 
your  supervision  and  direction,  didn't  he? 

A.    Yes. 

Q.  And  that  was  likewise  the  situation,  was  the 
same  after  January  1,  1942  as  theretofore? 

A.  For  some  time  after  that  he  took  charge  of 
the  equipment  of  the  North  Island  or  N'OY-4025 
contract. 

Q.    When  was  that?  When  did  he  do  that? 

A.     Tn  1942. 

Q.     And  he  took  charge  of  what  equipment? 

A.    All  the  grading  equipment  and  trucks. 

Q.     You  mean  as  far  as  maintenance? 

A.  Maintenance  and  rent  and  procural  of 
equipment  and  the  purchase  of  equipment. 

Q.  He  did  that  under  your  supervision  and  at 
your  direction,  did  he  not?  He  consulted  with  you 
as  to  what  he  did?  A.    Yes.  [163] 

Q.  If  he  purchased  any  additional  or  new  equip- 
ment he  consulted  you  about  it,  did  he  not? 

A.  Well,  there  wasn't  time  on  this  particular 
job.    His  judgment  was  used  a  good  deal. 

Q.     Well,  if  the  equipment  was  any  major  item? 

A.     The  officer  in  charge  had  to  okay  it,  not  I. 
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Q.     You  mean  the  naval? 

A.     The  naval  officer  in  charge,  yes. 

Q.  Now  as  to  Albert  Eugene  Trepte,  I  don't 
recall  now,  did  he  ever  work  for  you  prior  to  Janu- 
ary 1,  1942? 

A.     Well,  he  worked  in  the  summer  of  '41. 

Q.     Of  what?  A.     Of   '41. 

Q.  Whatever  he  did  at  that  time  he  did  under 
your  supervision  and  direction,  did  he  not? 

A.     That  is  right. 

Q.     Subject  to  your  control?  A.    Yes. 

Q.  And  in  what  respect,  if  at  all,  did  that  situa- 
tion change  so  far  as  Albert  Eugene  is  concerned 
after  January  1,  1942?  A.     It  didn't. 

Q.  Do  you  have  the  original  of  the  government 
contract  NOY-4025,  Mr.  Trepte?  A.    Yes. 

Q.  I  hand  you  a  document,  Mr.  Trepte,  and  ask 
you  if  that  is  the  original  of  the  contract,  of  the 
government  contract.  Navy  Department  contract 
number  4025,  to  which  you  have  made  reference? 

A.    Yes,  it  is. 

Q.  And  is  that  signed  on  behalf  of — first  let  me 
ask  you  what  is  the  date  of  that  contract,  Mr. 
Trepte?  A.     July  6,  1940. 

Q.  And  it  was  signed  by  whom  on  behalf  of 
Walter  B.  Trepte  Builder? 

A.     Walter  Trepte. 

Q.     That  is  yourself?  A.    Yes,  sir. 

Q.  And  it  was  signed  by  whom  on  behalf  of 
the  government? 

A.  By  the  Secretary  of  the  Navy.  Is  it  Simp- 
son? 
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Q.  It  looks  something  like  that,  Simpson.  The 
signature  is  hard  to  read.    Is  that  correct? 

A.    Yes. 

Q.  The  signature  is  hard  to  read  but  it  is  signed 
as  Acting  Secretary  of  the  Navy.  That  is  sufficient, 
is  it  not?  A.     Yes. 

Q.  Now,  will  you  look  at  this  group  of  papers, 
Mr.  Trepte,  and  tell  me  and  tell  the  Court  if  this 
is  an  exact  and  true  copy  of  the  original  contract 
which  you  have  just  [165]  examined? 

A.    Yes,  I  would  say  it  is. 

Q.  And  it  contains  the  same  signatures,  fac- 
similes— no,  they  are  typed.  Will  you  turn  to 
the  page — this  signature  you  couldn't  make  out  a 
while  ago,  looking  at  this  copy  does  the  name  Louis 
Compton,  does  that  explain —  A.    Yes. 

Q.  He  was  the  government  official  who  signed 
as  Acting  Secretary  of  the  Navy?  A.    Yes. 

Q.  Do  you  say  this  is  a  true  copy  of  the  con- 
tract ?  A.    Yes. 

Mr.  Pigg:  I  will  offer  this  copy  as  Respondent's 
Exhibit  K. 

The  Court:     Any  objection  to  this  instrmnent? 

Mr.  Stone:     No. 

The  Court:  Respondent's  Exhibit  K  is  admitted 
in  evidence. 

(The    document   above-referred   to   was   re- 
ceived in  evidence  and  marked  Respondent's 
Exhibit  K.) 
By  Mr.  Pigg: 

Q.  Now,  Mr.  Trepte,  I  will  turn  to  Exhibit  K. 
Was  that  a  contract  on  which  you  acting  as  Walter 
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Trepte  builder  was  engaged  at  that  time  as  distin- 
guished  from  the   Golden  &   Trepte   Construction 
Company,  or  is  that  a  Golden  &  Trepte  [166]  Con- 
struction contract? 

A.  That  is  a  joint  venture  formed  by  M.  H. 
Golden  contractor  and  Walter  Trepte. 

Q.  Then  you  obtained  this  contract  on  the  date 
that  you  have  mentioned,  on  July  11,  1940,  and 
was  it  on  or  after  that  date  that  you  entered  into 
the  contract  with — I  mean  the  partnership  arrange- 
ment with  Mr.  Golden? 

A.  Well,  there  must  have  been  a  partnership 
formed  before  the  contract  was  signed. 

Q.     Mr.  Golden  didn't  sign  this  contract,  did  he? 

A.    Yes. 

Q.    Did  he?  A.    M.  H.  Golden. 

Q.  I  see.  This  was  a  Golden  &  Trepte  Construc- 
tion Company  contract? 

A.  Known  as  a  joint  venture,  yes,  for  the  pur- 
pose of  handling  this  job. 

Q.  Was  the  Golden  &  Trepte  Construction  Com- 
pany engaged  on  any  other  contract  than  this  one 
at  any  time  during  the  years  1940 — let  us  say  from 
the  date  of  this  contract  until  the  close  of  the  vear 

V 

1,943?  A.    Yes,  sir. 

Q.     What  other  contract? 

A.  An  addition  to  the  Rohr  Aircraft  Plant  in 
Chula  Vista.  The  contract  was  with  the  DPC  Cor- 
poration. [167] 

Q.     DPC,  what  does  that  mean? 

A.    Defense  Plant  Corporation. 
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Q.     That  is  a  government  contract  also? 

A.    Yes,  sir. 

Q.  And  do  you  have  that  contract  in  the  court- 
room ?  A.    Yes,  I  believe  so. 

Q.  Mr.  Trepte,  there  is  a  group  of  papers  which 
purports  to  be  a  duplicate  original,  I  believe  it  is 
a  carbon  copy  bearing  actual  signatures.  Is  that 
the  contract  to  which  you  have  just  referred? 

A.    Yes. 

Q.  And  this  is  signed  by  whom  on  behalf  of 
the  contractors,  that  is  Golden  &  Trepte? 

A.    Walter  Trepte  and  M.  H.  Golden. 

Q.     What  is  the  date  of  it? 

A.    June  30,  1942. 

Q.  Can  you  tell  who  signed  on  behalf  of  the 
government  ? 

A.  Fred  H.  Rohr,  president  of  the  Rohr  Air- 
craft Company. 

Q.  But  the  cost  and  payments  that  were  made 
under  that  contract  were  made  by  the  Defense  Plant 
Corporation  ? 

A.  Yes,  the  Rohr  Aircraft  were  acting  for  and 
on  behalf  of  the  Defense  Plant  Corporation. 

Q.  When  was  the  work  on  that  contract  begun 
and  when  was  it  completed?  [168] 

A.  It  must  have  been  begun  shortly,  the  day 
after  the  contract  or  the  day  the  contract  was 
signed.  I  don't  know  whether  it  was  completed  in 
1942  or  not. 

Q.    Was  it  completed  in  1943?  A.    Yes. 

Q.    What    was    the    amount,    the    approximate 
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amount  of  total  payments  under  that  contract,  Mr. 

Trepte? 

Mr.  Stone:     Page  2,  Paragraph  2. 

The  Witness:     The  total  amount  is  $644,339. 
By  Mr.  Pigg: 

Q.  That  is  the  figure  shown  in  the  second  para- 
graph of  page  two?  A.     That  is  right. 

Q.  Were  there  any  additions  or  supplements  to 
that  to  increase  the  payments? 

A.  I  couldn't  answer  that.  I  think  there  were, 
however. 

Q.  Well,  now,  going  back  for  a  moment  to  the 
contract  number  4025,  the  navy  contract  which  is 
dated,  I  believe,  July  11,  1940,  when  or  approxi- 
mately when  was  the  work  under  that  contract  com- 
pleted, including  any  additions  or  supplements  and 
so  forth? 

A.     I  couldn't  answer  that  definitely. 

Q.     Can  you  answer  as  to  the  year? 

A.  No,  because  it  was  dragged  out.  I  think  it 
was  in  the  early  part  of  1944,  however.  [169] 

Q.  Not  all  completed,  however,  prior  to  Decem- 
ber 31,  1943,  is  that  correct?  . 

A.     I  would  say  so. 

Q.  Now,  what  were  the  actual  or  approximate 
total  payments  made  by  the  government  under  that 
contract?  A.     This  one? 

Q.    4025. 

A.     Approximate  twenty-one  million. 

Q.  Will  you  tell  me  if  this  group  of  papers  is 
a  true  copy  of  the  cost-plus  fixed  fee  contract  which 
vou  have  identified  as  being  dated — 
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A.     June  30,  1942. 

Q.    June  30,  1942?  A.    Yes. 

Q.    It  is?  A.     Yes. 

Mr.  Pigg:  I  would  offer  this  copy  of  the  eon- 
tract  as  Respondent's  Exhibit  L.  Is  there  any  ob- 
jection? 

Mr.  Stone:     No  objection. 

The  Court:  Respondent's  Exhibit  L  is  admitted 
in  evidence. 

(The    document   above-referred   to   was   re- 
ceived in  evidence  and  marked  Respondent's 
Exhibit  L.) 
By  Mr.  Pigg: 

Q.  Was  the  Golden  &  Trepte  Construction  Com- 
pany [170]  engaged  on  any  other  government  con- 
tract during  any  part  of  the  year  1942? 

A.     Yes,  the  fuel  depot  contract  for  the  navy. 

Q.     How  about  1943?  A.     How  is  that? 

Q.     How  about  the  year  1943? 

A.  I  don't  believe  there  were  any  in  the  year 
1943. 

Q.  Do  you  have  the  copy  or  the  original  of  the 
fuel  depot  contract? 

Mr.   Stone:     I   din't  have   that.     We  were  not 
able  to  find  it.    I  think  it  was  with  Mr.  Golden,  and 
Mr.  Walter  Trepte  was  not  able  to  find  it. 
By  Mr.  Pigg: 

Q.    What  was  it,  a  cost — 

A.     No,  it  was  a  liunp  sum. 

Q.  How  much  was  the  total  payment  under  that 
contract  ? 
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A.  In  the  neighborhood  of — over  seven  hundred 
thousand  dollars.  ' 

Q.  What  year,  do  you  remember,  was  that  con- 
tract completed  ?  A.    In  1942,  I  am  quite  sure. 

Q.  The  Golden  &  Trepte  Construction  Company 
engaged  on  no  other  government  contract  in  either 
1942  or  1943  than  the  three  you  have  mentioned? 

A.  Not  on  a  government.  They  built  water  tun- 
nels for  [171]  the  San  Diego  Gas  and  Electric 
Company.  Whether  the  government  had  any  part 
of  that  I  don't  know.  It  may  have  been,  but  the 
contract  was  signed  with  the  gas  company. 

Q.  Did  I  correctly  understand  your  testimony 
yesterday  afternoon  to  be  that  it  was  your  under- 
standing that  the  Navy  Department  did  pay  the 
cost  of  that  contract? 

A.  No,  I  said  I  thought  the  government  had 
some  interest  in  it,  but  we  were  paid  by  the  gas 
company  direct. 

Q.  Does  that  complete  all  the  contracts,  or  were 
there  others?  A.    No,  I  believe  that  is  all. 

Q.  Now,  was  the  Golden  &  Trepte  Construction 
Company  engaged  on  any  similar  construction  con- 
tract for  anyone  other  than  the  government  during 
either  of  the  years  1942  or  1943  other  than  as  you 
have  mentioned? 

A.  We  might  have  done  a  contract  for  Rohr  in 
addition.  I  am  not  positive  whether  I  was  doing 
work  at  the  time  for  Rohr  or  Ryan  and  several 
other  of  my  customers,  and  I  don't  know,  I  couldn't 
say  whether  Golden  participated  in  those.  He  didn't  i 
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in  any  of  the  Ryan  contracts.    It  was  just  a  gesture 

of  good  will  on  my  part.    It  was  not  necessary. 

Q.  Did  you  do  some  work  for  Mr.  Rohr  or  Mr. 
Ryan  as  the  Trepte  Construction  Company  after 
January  1,  1942?  A.    Yes. 

Q.  To  the  extent  that  your  testimony  on  direct 
[172]  examination  related  to  or  referred  to  work 
done  for  either  of  those  gentlemen,  was  that  done, 
the  work  performed,  by  the  Trepte  Construction 
Company  as  distinguished  from  Golden  &  Trepte? 

A.    Yes,  sir. 

Q.  Were  those  large  contracts  or  relatively  small 
compared  to  these  two  here,  now  represented  by 
Exhibits  K  and  L? 

A.     They  were  large,  relatively  the  same  size. 

Q.  They  were  private  individual  contracts,  the 
govermnent  not  interested  in  those,  is  that  right? 

A.  Well,  on  the  last  job  that  we  did  for  the 
Ryan  Company,  the  navy  paid  for  all  of  the  im- 
provements. 

Q.  That  was  the  Ryan  Aeronautical  contract 
you  mentioned  yesterday  afternoon? 

A.    Yes,  sir. 

Q.    That  was  a  navy  contract? 

A.  Yes,  that  was  one — ^well,  we  had  a  crew  at 
Ryan's  from  1939  I  think  until  the  end  of  the  war, 
so  this  navy  contract  was  the  only  one  that  the 
government  paid  us.  Any  of  the  rest  of  them  the 
Ryan  Aeronautical  Company  paid  direct.  The 
navy  contract  was  about  $100,000. 

Q.    Lest  we  might  forget  now,  as  to  the  Golden- 
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Trepte  Construction  Company  1  believe  you  said 
yesterday   that   approximately    as    of   January    1, 
1942  they  had  approximately  fifteen  hundred  em- 
ployees.   That  is  about  right?  [173] 

A.    I  said  that  was  the  peak. 

Q.    When  did  you  reach  the  peak? 

A.  I  don't  know  whether  the  peak  was  in  early 
— I  think  it  was  in  early — right  after  December 
7th,  1941. 

Q.    Not  long  after  Pearl  Harbor? 

A.     That  is  right. 

Q.  So  far  as  the  classification  is,  that  is,  the 
superintendents  and  the  manner  of  performing  the 
work  on  these  contracts  is  concerned,  and  as  to  the 
number  of  employees  and  the  superintendents  and 
responsibilities  of  the  employees  and  so  forth,  would 
your  testimony  be  the  same  so  far  as  the  Trepte- 
Golden  Construction  Company  is  concerned  as  it 
was  with  respect  to  the  first  company,  that  is  the 
Trepte  Construction  Company,  about  which  you 
were  questioned  a  little  while  ago? 

A.    Yes,  sir. 

Q.  Mr.  Trepte,  I  will  hand  you  Petitioner's  Ex- 
hil:)it  1  and  call  your  attention  particularly  to  page 
number  2  and  to  the  last  items  under  the  heading 
of  assets,  and  particularly  to  the  item  naval  air 
station  depot  equity  $88,458.88.  What  relationship, 
if  any,  does  that  have  to  this  contract  number  4025  ? 

A.  Well,  it  was  the  working  capital  that  was 
advanced  to  run  the  job  out  of  our  concern. 

Q.     That    represents    the    working    capital    that 
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[174]  Golden-Trepte  at  that  time  had  put  in? 

A.  Well,  that  is  my  share  of  it,  not  Mr.  Golden 's 
share.    It  varied. 

Q.  And  those  payments  were  made  under  that 
contract,  I  believe  you  said,  two  in  a  month,  is  that 
right?  A.     Yes,  sir. 

Q.  And  depending  on  the  dates  on  which  prog- 
ress reports  or  estimates  as  to  percentage  of  com- 
pletion were  made  or  submitted  to  the  contracting 
officer? 

A.  Well,  in  this  particular  case  we  paid  the  bills 
and  got  the  receipts  and  they  reimbursed  us  within 
ten  days. 

Q.    Within  ten  days? 

A.     It  was  a  fixed  fee  plus  a  net  cost. 

Q.  So  that  the  $88,000  represented  approxi- 
mately the  amount  necessary  to  carry  on  under — 

A.    Yes,  material  and  labor, 

Q.     For  material  and  labor  under  that  contract? 

A.    Yes,  sir. 

Q.  Mr.  Trepte,  isn't  it  a  fact  that  your  son  Wal- 
ter B.  Trepte  has  never  shown  any  real  interest 
in  the  business,  that  is,  at  least  from  its  technical 
aspects,  engineering  features? 

A.  I  wouldn't  say  that.  He  certainly  shows  an 
interest  in  the  operation  of  the  business.  His  in- 
clination is  toward  the  accounting  and  the  office 
end  of  it  and  the  equipment  [175]  end  of  the 
business. 

Q.  Has  he  ever  studied  engineering,  structural 
engineering  or  otherwise? 

A.    Well,  he  took  an  economics  course. 
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Q.    Has  he  ever  studied  accountancy? 

A.  He  must  have  been — he  took  an  economics, 
started  in  an  economics  course  at  State  College  in 
San  Diego. 

Q.  You  say  he  must  have.  You  don't  know 
Avhether  he  did  or  not? 

A.    No,  I  couldn't  say  definitely. 

Q.  You  heard  his  testimony  yesterday  as  to 
the  extent  of  his  knowledge  of  bookkeeping,  didn't 
you  ?  A.     Yes. 

Q.  Now,  referring  to  your  trips  with  Mr.  Gol- 
den in  the  summer  or  fall  of  1941,  from  where  to 
where  did  you  say  those  trips  were  made? 

A.  The  trips  were  made  from  the  airfield  at 
North  Island  to  the  temporary  landing  strip  at 
San  Clemente  Island,  off  the  coast  of  San  Diec^o 
County. 

Q.    What  distance  would  you  say? 

A.  Well,  the  airline  distance  would  be  about 
around  90  miles,  but  we  flew  probably  150  miles  on 
the  course  to  get  there. 

Q.  Now,  as  I  understand  your  testimony,  the 
inf(^rence  of  it  or  the  purport  of  it  was  that  both 
you  and  Mr.  Golden  engaged  in  flying  under  these 
hazardous  conditions,  and  you  [176]  discussed  the 
})ossible  extent  to  which  your  business  was  jeop- 
ardized by  the  chance  of  accident;  is  that  generally 
what  you  meant?  A.    Yes. 

Q.  And  that  because  of  these  hazards  you  were 
concerned  as  to  what  might  happen  to  the  fixed  fee 
contracts  on  which  you  were  then  engaged? 

A.    That  is  right. 


Commissioner  of  Internal  Revenue  155 

(Testimony  of  Walter  Trepte.) 

Q.  What  was  the  nature  of  that  concern,  Mr. 
Trepte? 

A.  Well,  we  were  concerned  as  to  protecting  the 
assets  of  the  company  if  a  trustee  or  someone  oper- 
ated the  contract,  it  might  not  have  been  satisfac- 
tory to  the  navy. 

Q.  In  other  words,  you  were  concerned  as  to 
what  might  happen  to  the  profit  which  had  been 
made  or  might  or  was  calculated  to  be  earned  un- 
der the  contract?  A.     And  our  reputation. 

Q.    And  the  welfare  of  the  respective  families? 

A.  Yes,  and  the  reputation  of  the  business.  If 
the  contract  had  been  cancelled  it  would  have 
reflected  on — 

Q.  Your  primary  interest  was  to  conserve  your 
interest  in  those  contracts  for  the  benefit  of  your 
respective  families,  is  that  what  you  mean? 

A.    I  would  say  so. 

Q.  To  what  extent,  if  at  all,  were  you  concerned 
as  to  what  might  happen  as  to  the  completion  of 
those  contracts  if  [177]  anything  should  happen  to 
either  you  or  Mr.  Golden? 

A.  Just  as  much  as  we  were  concerned  about 
the  family,  for  the  contract  called  for  completion 
of  it. 

Q.  You  realize,  of  course,  if  such  a  catastrophe 
should  happen  someone  else  would  have  to  take 
over  the  contracts,  don't  you? 

A.  That  is  right,  and  both  Mr.  Golden  and  my- 
self felt  that  our  sons  should  take  over. 

Q.  So  that  this  family  partnership  arrangement 
is  the  device  chosen  by  you  as  a  means  to  carry  into 
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effect  your  plans  for  the  conservation  of  the  family 

welfare  ? 

A.    And  the  carrying  on  of  this  job  particularly. 

Q.  AVell,  you  knew  that  Mr.  Walter  B.  Trepte 
was  not  competent  to  carry  on  that  contract  in  the 
event  of  your  death,  didn't  you? 

A.  No,  sir,  I  think  he  has — would  have  had  the 
ability  at  that  time.  He  has  certainly  showed  him- 
self to  have  the  ability  since  then. 

Q.  What  do  you  think  as  to  the  other  son,  Eu- 
gene Trepte,  as  of  that  date? 

A.    Well,  I  don't  believe  he  could  have  carried — 

Q.  Had  Walter  B.  Trepte  ever  prior  to  Janu- 
ary 1,  1942  assembled  the  data  necessary  for  the 
preparation  and  submission  to  the  government  or 
any  person  or  concern  any  bid  for  construction 
work  of  the  character  you  have  described?  [178] 

A.     This  particular  job? 

Q.  These  jobs  or  any  other  similar  construction 
work.  A.     He  had  helped,  yes. 

Q.    He  helped.     Who  did  he  help? 

A.     He  helped  me  and  he  helped  our  estimators. 

Q.  Your  estimators  are  salaried  employees,  are 
they  not?  A.     Yes,  sir. 

The  Court:  As  of  what  date  are  you  directing- 
that  question? 

Mr.  Pigg:  As  of  January  1,  1942,  particularly, 
your  Honor,  immediately  preceding  that  date. 

The  Court:  Proceed.  Was  your  answer  given 
as  to  that  date? 

The  Witness:    Yes,  sir.    Yes,  your  Honor. 


■f\ 
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By  Mr.  Pigg: 

Q.  Now,  relating  the  same  question  to  any  other 
time  between  January  1,  1942  and  December  31, 
1943,  what  would  your  answer  be? 

A.    May  I  have  the  first  question  read? 

The  Court:  I  think  you  better  make  that  more 
definite.  I  doubt  whether  the  witness  heard  it.  I 
am  not  sure  that  I  did. 

Mr.  Pigg:     I  will  withdraw  that  question  and 
restate  it.  [179] 
By  Mr.  Pigg: 

Q.  To  what  extent,  if  at  all,  during  the  period 
January  1,  1942  to  December  31,  1943  had  Walter 
B.  Trepte  assembled  the  data  necessary  to  the 
preparation  of  bids  for  construction  work  of  the 
type  or  nature  we  have  been  discussing  here  ? 

A.  He  assisted  in  the  same  manner.  I  was  the 
final  check. 

Q.  In  other  words,  it  was  the  same  after  Jan- 
uary 1,  1942  as  it  had  been  theretofore? 

A.  Except  that  he  was  handling  larger  jobs 
than  he  had  before,  himself. 

Q.  Just  how  did  this  family  partnership  ar- 
rangement idea  originate  with  you,  Mr.  Trepte? 

A.  Well,  my  wife  and  I  had  been  talking  about 
it  for  years  previous.  I  had  had  the  same  sort  of 
partnership  with  my  father,  and  we  had — my  father 
was  able  to  build  up  the  good  will  and  integrity  of 
the  business  during  the  period  that — prior  to  the 
time  I  was  taken  in  as  a  partner  and  up  to  the  time 
I  bought  him  out.  I  might  say  that  I  kept  the  good 
will  and  the  integrity  of  the  business,  and  we  felt 
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that  it  should  be  continued  by  taking  in  these  sons 

that  were  able  to  become  partners. 

Q.  In  what  way  did  you  feel  or  believe  that  the 
integrity  of  the  business  was  fortified  by  bringing 
in  the  two  [180]  sons  in  the  manner  in  which  they 
are  shown  to  have  been  brought  in? 

A.  Well,  I  can't  say  bringing  in  the  sons  would 
do  so.  I  referred  to  the  integrity  and  ability  that 
my  father  and  I  had  built  up,  good  will,  and  I 
could  expect  my  sons  to  do  likewise,  and  I  feel  that 
they  are  having  the  same  advantage  that  I  had 
from  my  father's  good  will  that  had  been  built  up. 

Q.  In  other  words,  you  want  to  pass  that  on  to 
them? 

A.  That  is  right.  I  might  say  that  we  have 
built  six  or  seven  buildings  for  the  same  corpora- 
tion, so  there  must  have  been  a  measure  of  good 
will  built  up,  to  have  done  that. 

Q.  Is  it  or  is  it  not  a  fact  that  as  of  about  that 
time,  and  referring  particularly  to  a  matter  of  six 
months  or  so  before  January  1,  1942,  that  you  had 
heard  of  other  similar  arrangements  that  had  been 
put  into  effect,  family  partnerships? 

A.     No,  except  the  one  that  my  father  and  I  had. 

Q.     That  is  the  only  one  you  ever  heard  of? 

A.     No,  no,  but  that  was  the  background  of  it. 

Q.  You  knew  it  was  being  done  more  as  a  gen- 
eral thing  in  this  area  or  section  of  the  country, 
did  you  not,  Mr.  Trepte?  A.    No,  sir. 

Q.     You   knew    it   was    frequently   being   done, 

didn't  you? 

A.     Subconsciously,  I  suppose  I  did.  [181] 
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Q.  You  also  knew  the  tax  effect  of  it,  didn't 
you? 

A.  Well,  in  1941  I  don't  believe  there  was  a 
very  large  tax. 

Q.  Did  you  mean  to  testify  on  direct  examina- 
tion, yesterday  afternoon,  that  you  had  never  dis- 
cussed the  matter  of  forming  a  family  partnership 
with  any  attorney  or  any  accountant  prior  to  the 
time  that  you  decided  to  go  through  with  the  plan? 

A.    No,  it  was  afterwards. 

Q.  You  mean  it  was  not  until  after  you  had 
made  your  decision  that  you  talked  or  discussed  that 
with  any  attorney  or  accountant? 

A.     That  is  right. 

Q.    You  are  positive  of  that?  A.     Yes. 

Q.  You  are  positive  that  you  never  discussed 
the  tax  angles  or  effect  of  such  an  arrangement 
with  Mr.  Essenhoft*,  what  is  his  name,  Carl  Essen- 
hoff? 

A.     Carl  Essenhoff.     He  is  our  accountant. 

Q.    ACPAishenot?  A.    CPA,  that  is  right. 

Q.  Who  worked  for  you  prior  to  January  1, 
1942?  A.    Yes. 

Q.  And  afterwards.  When  did  you  first  con- 
sult an  attorney  about  drawing  up  this  partnership 
agreement,  Mr.  [182]  Trepte? 

A.  Well,  it  must  have  been  the  latter  part  of 
1941. 

Q.     Whom  did  you  consult?  A.    Mr.  Stone. 

Q.  When  was  the  document  actually  drawn  up 
and  executed? 
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A.  I  couldn't  say  the  exact  date,  but  it  was 
around  the  first  of  the  year. 

Q.  Did  you  toll  Mr.  Stone  the  substance  of  the 
provisions  you  wanted  incorporated  in  the  agree- 
ment? 

A.  Yes.  Mr.  Stone  had  been  my  father's  and 
my  attorney  prior  to  then.  He  handled  the  dissolu- 
tion of  our  partnership  in  1928. 

Q.     Did  he  have  anything  to  do  with  the  transac- 
tion by  which  you  stated  you  bought  the  interest 
of  Mr.  Rambo,  what  is  the  name? 
A.     Rambo.     No,  sir. 
Q.     In  1917? 

A.  No,  sir.  There  was  no  attorney.  There  were 
not  enough  assets  to  pay  for  an  attorney. 

Q.  Now,  on  your  suggestion  that  you  didn't 
think  the  tax  rates  were  very  high  late  in  1941  or 
the  beginning  of  1942,  you  knew,  did  you  not,  Mr. 
Trepte,  that  there  had  been  two  revenue  acts  passed 
during  the  year  1940,  one  known  as  the  first  reve- 
nue act  of  1940  and  one  as  the  second  revenue  [183] 
act  of  1940? 

A.  I  don't  remember  paying  any  particular  at- 
tention to  it. 

Q.     You  knew  that  the  tax  rates  were  going  up 
at  that  time,  didn't  you? 
A.     I  suppose  I  did,  yes. 

Q.  In  work  of  the  character  you  have  described 
you  would  be  reasonably  familiar  with  the  tax,  the 
amount  of  tax  that  you  would  need  to  pay  out  of 
the  earnings  or  profits  of  the  operation,  would  you 
not?  A.     From  prvevious  experience,  yes. 
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Q.     From  previous  experience? 

A.     Yes,  certainly. 

Q.  Assuming  that  the  first  revenue  act  of  1940 
was  enacted  on  June  25,  1940  and  that  the  second 
one  was  enacted  on  October  8,  1940,  those  are  mat- 
ters that  normally  would  come  to  your  attention 
and  notice  in  the  course  of  your  business,  are  they 
not?  A.    Yes,  I  think  so. 

Q.  And  assuming  also  that  there  was  an  excess 
profits  amendment  in  1941  and  that  the  act  did 
become  law  and  was  enacted  on  March  7,  1941,  that 
is  also  a  matter  with  which  you  would  be  reason- 
ably familiar  at  that  time,  is  not? 

A.     I  suppose  so. 

Q.  And  assiuning  that  there  was  considerable 
publicity  [184]  in  the  press  and  business  circles  in 
general  as  to  the  new  revenue  act,  the  war  revenue 
act,  which  Congress  then  had  under  consideration 
that  later  became  the  revenue  act  of  1942,  in  the 
business  that  you  were  engaged  would  you  have 
reason  to  be  familiar  and  to  have  at  least  a  speak- 
ing acquaintance  with  the  possibilities  of  such  an 
act  ?  A.    Yes. 

Q.  The  very  proximity  of  the  date  of  this  part- 
nership agreement  to  the  Pearl  Harbor  date  of 
Deceml)er  7,  1941  would  have  served  to  impress 
those  matters  upon  your  mind,  would  it  not,  Mr. 
Trepte? 

A.  Well,  it  would  also  impress  on  my  mind  the 
need  of  having  someone  to  carry  on  the  business. 

Q.    You  mean  by  that  that  it  was  your  purpose 
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that  your  wife  and  two  sons  would  carry  on  the 

business  if  anything  happened  to  you? 

A.     That  is  right. 

Q.  You  knew  that  none  of  them  had  been 
trained  for  such  an  undertaking  at  that  time,  didn't 
you? 

A.  No,  sir,  my  oldest  son  was  trained  and  he  had 
the  ability  to  carry  on  if  he  had  to.  As  long  as  I 
was  there  to  carry  the  ball  he  naturally  could  not 
take  my  place. 

Q.  Walter  B.  Trepte  was  paid  a  salary  as  such 
for  what  ever  periods  that  he  worked  for  you 
prior  to  January  1,  1942,  was  he  not?  [185] 

A.    Yes. 

Q.  So  far  as  amounts  withdarawn  by  him  were 
concerned,  after  that  date,  for  the  next  two  years 
after  that  date,  which  were  entered  in  the  account 
captioned  Walter  B.  Trepte,  withdrawals,  he  con- 
tinued to  receive  the  same  or  substantially  the  same 
amounts  per  week  and  per  month  during  the  two 
years  following  January  1,  1942,  is  that  right? 

A.  Yes.  He  had  the  authority  to  withdraw  any- 
thing more  that  he  wanted,  though. 

Q.     How  did  he  acquire  that  authority? 

A.  Well,  from  the  consent  of  my  wife  and  I 
and  his  brother. 

Q.  You  mean  you,  your  wife,  and  your  other 
son  did  actually  consent  that  he  might  do  so? 

A.     That  is  right. 

Q.  Was  that  consent  reduced  to  writing  or  just 
was  it  an  oral  understanding? 
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A.  No,  it  was  an  oral  understanding.  It  was  a 
written  understanding,  though,  as  far  as  the  bank 
was  concerned.  My  wife  and  I  had  to — and  my 
son  had  to  sign  the  signature  card  at  the  bank,  to 
give  him  authority  to  sign  checks. 

Q.  I  was  just  coming  to  that.  So  far  as  any 
checks,  the  company  checks  were  signed  by  Walter 
B.  Trepte,  was  his  authority  for  the  signing  of 
the  checks  given  in  accordance  with  provisions  of 
the  agi-eement  of  January  1,  1942?  [186] 

A.  Yes.  The  partnership  agreement  you  refer 
to? 

Q.     Yes,  the  partnership  agreement. 

A.    Yes. 

Q.  In  other  words,  the  majority  interest  part- 
ners authorized  him  to  sign  those  checks? 

A.    Yes. 

Q.     And  authorized  the  bank  to  honor — 

A.     His  signature. 

Q.     His  signature?  A.     Yes,  sir. 

Q.  Was  anyone  else  authorized  to  sign  checks 
on  behalf  of  the  company? 

A.  At  various  times,  yes,  particularly  on  jobs 
when  I  was  supposed  to  be  away  from  the  city 
of  San  Diego  I  would  have  to  have  another  signa- 
ture to  carry  the  business  on  efficiently. 

Q.  What  kind  of  work  did  you  understand  Mr. 
Stone  to  have  reference  to  yesterday  when  he  men- 
tioned the  dirty  work  in  connection  with  the  busi- 
ness which  you  have  described? 

A.  Well,  I  imagine  working  with  tools,  with  a 
shovel  or  a  pick. 
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Q.     Is  that  all  pick  and  shovel  work? 

A.  Or  carpenter  tools  or  cement  finisher's  tools 
or  plasterer's  tools. 

Q.  As  distinguished  from  one  competent  to  plan 
and  [187]  supervise  the  performance  of  such  work, 
vou  understand?  A.     No,  I  don't. 

Q.  You  mean  the  actual  doing  of  those  manual 
jobs  as  distinguished  from  a  person  qualified  to 
supervise  and  plan  the  construction  of  such  jobs? 

A.  I  don't  quite  understand  the  answer  you 
want. 

Mr.  Pigg:  Well,  it  is  not  important.  We  can 
strike  it.    I  believe  that  is  all,  your  Honor. 

Mr.  Stone:  I  wonder  if  counsel  would  be  willing 
to  stipulate  that  the  excess  tax  amendment  that  he 
referred  to  of  March  7,  1941  applied  only  to  cor- 
porations and  not  individuals. 

The  Court:  That  is  a  matter  of  law.  I  will 
take  that,  of  course. 

Mr.  Stone:  And  the  fact  that  the  1942  revenue 
act  that  he  spoke  of  was  passed  October  21,  1942? 

The  Court:  That  is  also  a  matter  of  law,  of 
which  I  will  take  judicial  notice. 

Redirect  Examination 
By  Mr.  Stone: 

Q.  Was  this  navy  contract  on  North  Island 
made  by  you  by  a  bid?  A.     No. 

Q.     How  was  it? 

A.  It  was  negotiated  between  the  commandant 
of  the  [188]  eleventh  naval  district  together  with 
the  public  works  officer,  to  handle  a  given  amount 
of  construction  work  at  North  Island. 
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Q.  Did  you  and  Golden  apply  for  the  job,  or 
did  the  government  ask  you  to  do  it? 

A.     The  government  asked  us. 

Q.     They  picked  you,  then.  A.    Yes,  sir. 

Q.  Mr.  Pigg  has  asked  you  in  regard  to  the 
activities  of  Walter  B.  Trepte  in  procuring  equip- 
ment on  the  North  Island  job.  Do  you  know  of  one 
occasion  or  more  where  he  went  out  of  the  state  to 
procure  equipment? 

A.  Yes,  one  of  the  larger  procurement  jobs  was 
to  take  over  several  hundred  thousand  dollars  worth 
of  equipment  out  of  the  CCC  camps  at  that  time 
in  the  state  of  Arizona.  It  was  a  transaction  be- 
tween the  navy  and  the  CCC  authority. 

Q.    When  was  that  done? 

A.    I  think  it  was  1942. 

Q.  Who  picked  Walter  B.  Trepte  to  do  that 
job?  A.     The  officer  in  charge. 

Q.    And  he  did  it  satisfactorily? 

A.    Yes. 

Q.  What  was  the  volume  or  value  of  the  equip- 
ment that  was  purchased? 

A.  There  were  several  hundred  thousand  dol- 
lars worth  or  more.  [189] 

Q.  Mr.  Pigg  asked  you  in  regard  to  your  duties 
as  the  superintendent  or  the  manager  of  the  em- 
ployees, on  bids  and  various  things.  Were  your 
duties  as  sole  owner  of  the  business  before  January 
1,  1942  carried  on  the  same  as  your  duties  as  man- 
ager of  the  partnership  after  that?  A.     Yes. 

Mr.  Stone :     That  is  all.  No  further  examination. 
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The  Court:  Any  further  questions  of  this  wit- 
ness? 

Mr.  Pigg:     I  think  that  is  all,  your  Honor. 

The  Court:  I  want  to  ask  you  one  or  two  ques- 
tions, to  clear  up  one  proposition  that  I  do  not 
think  has  been  explained  to  me  clearly.  You  have 
been  asked  a  time  or  two,  Mr.  Witness,  about  your 
consideration  of  taxes  or  escape  of  taxes — I  am  not 
trying  to  use  the  same  words  that  may  have  been 
used  in  forming  this  partnership  arrangement,  and 
your  answer  was  in  effect  that  taxes  were  not  heavy 
then  or  something  to  that  effect,  I  believe.  Is  that 
about  what  you  answered? 

The  Witness:     Yes. 

The  Court:  Well,  that  does  not  exactly  answer 
the  question,  it  seems  to  me,  if  taxes  are  heavy  or 
light,  comparatively  speaking.  What  I  want  to 
know  is  to  what  extent,  if  any,  you  took  taxes  into 
consideration  in  forming  this  partnership  arrange- 
ment? 

The  Witness:  We  didn't  take  them  into  con- 
sideration.  [190] 

The  Court:     Were  they  ever  discussed  at  all? 

The    Witness:     Not    until    the — after    it     wai 
formed  and  Mr.  Essenhoff  brought  the  matter  up 

The  Court:  How  long  after  it  was  formed  was 
it  before  he  brought  the  matter  up? 

The  Witness:  Well,  when  he  came  in  the  office 
I  imagine  in  March  to  audit  the  books  of  the  pre- 
vious year. 

The  Court:     March  of  what  year? 
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The  Witness:     Of  1942. 

The  Court:  State  to  what  extent,  if  any,  you 
took  into  consideration  the  matter  of  dividing  up 
income  by  forming  a  partnership  arrangement? 

The  Witness:  Well,  I  don't  think  we  considered 
it  particularly.  The  main  thing  was  to  have  the 
boys  in  the  business,  to  carry  on  in  the  case  of  my 
death. 

The  Court:  You  say  you  don't  think  you  con- 
sidered it  particularly.  That  is  rather  a  general 
answer.  Tell  me  more  particularly  about  that, 
whether  you  did  or  did  not. 

The  Witness:     We  did  not. 

The  Court:     That  is  all  I  wanted  to  ask. 

Mr.  Stone:     The  Petitioners  rest. 

The  Court :  The  Petitioners  rest.  What  has  the 
Respondent? 

Mr.  Pigg:     The  Respondent  rests,  your  Honor. 

[Endorsed] :  T.C.U.S.    Filed  Dec.  19,  1947.  [191] 
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In  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit 

Docket  No.  12515 

WALTER  TREPTE, 

Petitioner  on  Review, 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent  on  Review. 

Docket  No.  12516 

MARGARET  TREPTE, 

Petitioner  on  Review, 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent  on  Review. 

ORDER 

Upon  joint  motion,  it  is  ordered: 

1.  That  a  single  consolidated  transcript  of  rec- 
ord on  review  in  the  above-entitled  proceeding  shall 
be  sufficient. 

2.  That  these  proceedings  be  and  they  are  hereby 
consolidated  for  briefing,  hearing,  argument  and 
decision. 

3.  That  the  original  exhibits  in  the  above-en- 
titled causes,  consisting  of  Petitioner's  Exhibits  1 
and  4  through  16  and  21,  Respondent's  Exhibits 
G  through  L,  and  Joint  Exhibits  2-A,  3-B,  17-C, 
18-D,  19-E  and  20-F,  instead  of  being  fully  set 
forth  in  the  transcript  to  be  certified  by  the  Clerk 
of  The  Tax  Court  of  the  United  States  to  the  Clerk 
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of  the  [192]  United  States  Court  of  Appeals  for 
the  Mnth  Circuit,  may  be  transmitted  by  the  Clerk 
of  the  Tax  Court  to  the  Clerk  of  this  Court,  said 
exhibits,  however,  to  remain  in  the  custody  of  the 
Clerk  of  the  Tax  Court  until  fifteen  days  prior  to 
the  hearing  before  this  Court  and,  upon  direction 
and  at  the  expense  of  counsel  for  petitioners,  to 
be  then  transmitted  by  the  Clerk  of  the  Tax  Court 
to  the  Clerk  of  this  Court. 

4.  That  said  exhibits  need  not  be  printed  in 
the  record  on  review  herein  but  may  be  referred  to 
hy  counsel  in  their  respective  briefs  and  on  oral 
argiunent,  or  reproduced,  in  whole  or  in  part,  in 
an  appendix  to  their  respective  briefs,  and  consid- 
ered by  the  Court  with  the  same  force  and  effect 
as  if  included  in  the  printed  record  on  review. 

5.  That  the  time  within  which  to  file  the  record 
on  review  in  the  above-entitled  proceedings  with 
this  Court  be,  and  the  same  is,  extended  to  and  in- 
cluding November  16,  1948. 

6.  That  the  Clerk  of  this  Court  transmit  a  certi- 
fied copy  of  this  order  to  the  Clerk  of  The  Tax 
Court  of  the  United  States  to  be  by  him  incorpo- 
rated in  the  transcript  of  record  on  review  herein. 

Done  at  Los  Angeles,  California,  this  28th  day 
of  Sept.,  A.  D.,  1948. 

ALBERT  LEE  STEPHENS, 
U.  S.  Circuit  Judge. 
[Endorsed]:     Filed    Sept.    29,    1948.      Paul    P. 
O'Brien,  Clerk. 

A  true  copy.  Attest:  Sept.  29,  1948.  Paul  P. 
O'Brien,  Clerk.  (Seal.) 

[Endorsed] :  T.C.U.S.    Filed  Oct.  4,  1948.  [193] 
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DESIGNATION  OF  CONTENTS  OP  RECORD 
ON  REVIEW 

To  the  Clerk  of  the  Tax  Court  of  the  United  States: 

You  will  please  prepare,  transmit,  and  deliver 
to  the  Clerk  of  the  United  States  Circuit  Court  of 
Appeals  for  the  Ninth  Circuit,  copies  duly  certified 
as  correct  of  the  following  documents  and  records 
in  the  above-entitled  causes  in  connection  with  the 
Petition  for  Review  by  the  said  Circuit  Court  of 
Appeals  for  the  Ninth  Circuit,  heretofore  filed  by  j 
AA^alter  Trepte  and  Margaret  Trepte,  the  above-  | 
named  petitioners:  ' 

1.  The  docket  entries  of  all  proceedings  before 
the  Tax  Court  of  the  United  States. 

2.  Petitions  (omitting  Exhibits  attached  thereto). 

3.  Answers. 

4.  Memorandum,  Findings  of  Fact  and  Opinion 
of  the  Tax  Court  promulgated  May  28,  1948. 

5.  The  Decision  of  the  Tax  Court  entered  on 
May  28,  1948. 

6.  Petition  for  Review  filed  on  August  23,  1948. 

7.  Notice  of  filing  Petition  for  Review  filed  on 
August  23,  1948. 

71/0.     Stipulation  of  fact  filed  December  1,  1947. 

8.  From  the  official  transcript  of  oral  testimony: 

(a)     The   testimony   of   Walter   B.    Trej^te 
which  appears  [194]  on  pages  from  31  to  65, 
inclusive; 
'^  (b)     The  testimony  of  Albert  Eugene  Trepte 

which  appears  on  pages  65  to  79,  inclusive; 
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(c)  The    testimony    of    Margaret    Trepte 
which  appears  on  pages  79  to  87,  inclusive; 

(d)  The  testimony  of  Walter  Trepte  which 
appears  on  pages  87  to  144,  inclusive. 

9.  This  Designation  of  Contents  of  Record  of 
Review. 

10.  Notice  of  filing  Designation  of  Contents  of 
Record  on  Review  and  the  Admission  of  Service 
thereof. 

Said  transcript  to  be  prepared  as  required  by 
law  and  the  rules  of  the  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit. 

On  September  28,  1948,  the  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit  entered  an 
Order  which  sets  forth  in  detail  the  manner  in 
which  the  original  Exhibits  set  forth  below  are  to 
be  transmitted  to  the  Clerk  of  the  aforesaid  Cir- 
cuit Court: 

Petitioners'— Nos.  1,  4,  5,  6,  7,  8,  9,  10,  11,  12, 
13,  14,  15,  16,  and  21; 

Respondent's — G,  H,  I,  J,  K,  and  L; 

Joint  Exhibits  of  Petitioners  and  Respondent — 
2-A,  3-B,  17-C,  18-D,  19-E,  and  20-F. 

/s/  GEORGE  H.  STONE, 

Counsel  for  Petitioners. 

/s/  WM.  D.  MORRISON, 

Counsel  for  Petitioners. 

(Acknowledgment  of  Service.) 

[Endorsed] :  T.C.U.S.    Filed  Oct.  11,  1948.  [195] 
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[Title  of  Causes  Nos.  12515-16.] 
CERTIFICATE 

I,  Victor  S.  Mersch,  clerk  of  The  Tax  Court  of 
the  United  States,  do  hereby  certify  that  the  fore- 
going pages,  1  to  195,  inclusive,  contain  and  are  a 
true  copy  of  the  transcript  of  record,  papers,  and 
proceedings  on  file  and  of  record  in  my  office  as 
called  for  by  the  Praecipe  in  the  appeal  (or  ap- 
peals) as  above  numbered  and  entitled. 

In  testimony  whereof,  I  hereunto  set  my  hand 
and  affix  the  seal  of  The  Tax  Court  of  the  United 
States,  at  Washington,  in  the  District  of  Columbia, 
this  22nd  day  of  October,  1948. 

(Seal)  /s/  VICTOR   S.  MERSCH, 

Clerk,  The  Tax  Court  of  the  United  States. 


i 


[Endorsed] :  No.  12078.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  Walter  Trepte  and 
Margaret  Trepte,  Petitioners,  vs.  Commissioner  of 
Internal  Revenue,  Respondent.  Transcript  of  the 
Record.  Petition  to  Review  a  Decision  of  The  Tax 
Court  of  the  United  States. 

Filed  October  28,  1948. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit. 
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In  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit 

No,  12078 

WALTER  TREPTE,  MARGARET  TREPTE, 

Petitioners, 

T. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

STATEMENT  OF  POINTS  ON  WHICH  PETI- 
TIONERS INTEND  TO  RELY  AND  DESIG- 
NATION OF  PARTS  OF  THE  RECORD 
NECESSARY  FOR  CONSIDERATION 

To  the  Honorable  Paul  P.  O'Brien,  Clerk  of  the 
United  States  Circuit  Court  of  Appeals  for  the 
Ninth  Circuit: 

Petitioners  adopt  as  their  points  on  appeal  the 
assignments  of  error  included  in  the  petition  for 
review  within  the  transcript  of  record. 

The  petitioners  designate  for  printing,  the  entire 
transcript  of  the  record,  except  Exhibits  attached 
to  the  petition  of  Walter  Trepte,  Tax  Court  Docket 
No.  12515  designated  as  Exhibits  A,  B,  C  and  D 
and  the  Exhibits  attached  to  the  petition  of  Mar- 
garet Trepte,  Tax  Court  Docket  No.  12516  desig- 
nated as  Exhibits  A,  B,  C  and  D  for  the  reason 
these  exhibits  are  included  in  the  order  dated  Sep- 
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tember  28,  1948  issued  by  this  Honorable  Court  and 
are  designated  therein  as  Petitioners  Exhibits 
1,  4  and  5  and  Joint  Exhibits  2-A  and  3-B. 

Dated  November  3,  1948. 

v,>,,  /s/  GEORGE  H.  STONE, 

Counsel  for  Petitioners. 

/s/  WM.  D.  MORRISON, 

Counsel  for  Petitioners. 

[Endorsed]:  Piled  November  4,  1948.,    Paul  P. 
O'Brien,  Clerk. 
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IN    THE    UNITED    STATES    COURT    OF    APPEALS 
FOR  THE   NINTH   DISTRICT 


No.  12078 

WALTER  TREPTE  and  MARGARET  TREPTE, 

Petitioners, 
vs. 

COMxMISSIONER     OF     INTERNAL     REVENUE 

Respondent. 


ON  PETITION  FOR  REVIEW  OF  THE 

DECISION  OF  THE  TAX  COURT 

OF  THE  UNITED  STATES 


BRIEF  FOR  THE  PETITIONERS 


Opinion  of  fhe  Tax  Couri- 

The  memorandum  findings  of  fact  and  opinion  of 
the  Tax  Court  of  the  United  States  (Tr.  28-51)  are 
not  reported. 

Jurisdiction 

This  petition  for  review  (Tr.  54-64)  involves  United 
States  income  and  victory  taxes  for  the  calendar  years 
1942  and  1943.  On  August  23,  1946,  the  Commis- 
sioner of  Internal  Revenue  mailed  to  the  taxpayers 
notices  of  deficiencies  in  the  total  amounts  as  follows: 

Years  Amount 

Walter  Trepte  ___.   1942-1943      $23,183.84    (Tr.    4) 
Margaret  Trepte.___  1942-1943      $29,480.82    (Tr.  16) 
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Within  ninety  days  thereafter  and  on  November  18, 
1946,  the  taxpayers  filed  their  petitions  with  the  Tax 
Court  of  the  United  States  for  a  redetermination  of  those 
deficiencies  under  the  provisions  of  Section  272  of  the 
Internal  Revenue  Code.  (Tr.  4-26).  The  decisions  of 
the  Tax  Court  sustaining  the  deficiencies  were  entered 
May  28,  1948.  (Tr.  52,  53).  The  case  is  brought  to 
this  Court  by  a  petition  for  review  filed  August  23, 
1948  (Tr.  54-64),  pursuant  to  the  provisions  of  Sec- 
tions 1141  and  1142  of  the  Internal  Revenue  Code. 

Questions  Involved 

The  questions  involved  are: 

Whether  the  petitioners  are  entitled  to  have  their 
individual  Income  and  Victory  Taxes  computed  for  the 
years  1942  and  1943  as  co-partners  of  the  Trepte  Con- 
struction Co.,  pursuant  to  the  Articles  of  Co-partner- 
ship dated  January  1,  1942,  which  come  within  the 
provisions  of  Sections  181,  182,  183,  187,  and  3797 
of  the  Internal  Revenue  Code,  and  Sections  29.181-1, 
29.182-1,  29.183-1,  and  29.187-1  of  the  United  States 
Treasury  Department  Regulations  111;  and 

Whether  the  assignment  made  by  Walter  Trepte  of 
the  community  property  consisting  of  assets,  property, 
business,  and  earnings  in  and  to  the  Golden  ^  Trepte 
Construction  Co.  is  a  part  of  the  operations  of  the  Trepte 
Construction  Co. 

The  petitioners  contend  that  the  Articles  of  Co-part- 
nership of  the  Trepte  Construction  Co.  entered  into  as 
of  the  first  day  of  January  1942  by  and  between  Walter 
Trepte  and  Margaret  Trepte,   husband  and  wife,   and  i 
their  two  sons,   Walter  B.   Trepte  and  Albert  Eugene  i 
Trepte,  was  a  bona  fide  co-partnership  for  all  purposes,  , 
including  tax  purposes,  and  that  all  things  necessary  and  '. 
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requisite  were  done  pursuant  to  the  provisions  of  said 
Agreement  of  Co-partnership  dated  January  1,  1942, 
to  come  within  the  provisions  of  the  Internal  Revenue 
Code  Supra  and  that  their  individual  Income  Tax  re- 
turns should  be  computed  according  to  the  UNITED 
STATES  PARTNERSHIP  RETURNS  OF  INCOME 
filed  for  the  years  1942  and  1943. 

The  petitioners  further  contend  that  Walter  Trepte^s 
interest  in  the  Golden  ^  Trepte  Construction  Company 
was  community  property  of  Walter  Trepte  and  his  v/ife, 
Margaret  Trepte,  and  that  under  the  provisions  of  the 
Articles  of  Co-partnership  dated  January  1,  1942,  any 
income  from  the  Golden  ^  Trepte  Construction  Com- 
pany was  definitely  a  source  of  income  to  the  Trepte 
Construction  Co.  and  that  such  income  reported  in  the 
UNITED  STATES  PARTNERSHIP  RETURN  OF 
INCOME  was  income  of  the  Trepte  Construction  Co. 

The  Tax  Court  of  the  United  States  denied  the  Deti- 
tioners'  contention  and  held  that  the  Articles  of  Co- 
partnership dated  January  1,  1942  (Exhibit  1)  were 
ineffective  for  income  tax  purposes  and  found  deficiencies 
in  taxes  against  Walter  Trepte  and  Margaret  Trepte, 
and  in  viev/  of  th3  conclusion,  made  no  determination 
as  to  the  assignment  of  the  interest  of  Walter  Trepte 
in  and  to  the  Golden  5^  Trepte  Construction  Company 
to  the  Trepte  Construction  Co.,  Co-partnership,  pur- 
suant to  agre2ment  dated  January  1,  1942  (Exhibit  1). 

Code  and  Regulaf-ions 

The  code  and  regulations  involved  in  this  case  are 
found  in  the  Appendix,  infra. 

Staiersienf 

Opening  statements  were  made  on  behalf  of  peti- 
tioners  and  on  behalf  of  respondent,    after  which   the 
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witnesses,   at  the  request  of  respondent's  counsel,  were 
excluded  from  the  room  while  not  testifying. 

By  STIPULATION  OF  FACTS  by  the  parties,  Ex- 
hibits 1,  2-A,  3-B,  4,  5,  6,  7,  8,  9,  10,  11,  12,  13,  14, 
15,  16,  17-C,  18-D,  19-E,  20-F,  and  21  were  intro- 
duced and  received  in  evidence;  respondent's  Exhibits 
G,  H,  I,  J,  K,  and  L  were  also  introduced  and  received 
in  evidence. 

Synopsis  of  Exhibits 

Exhibit  1 :  The  ARTICLES  OF  CO-PARTNER- 
SHIP, dated  January  1,  1942,  between  Walter  Trepte, 
Margaret  Trepte,  Walter  B.  Trepte  and  Albert  Eugene 
Trepte,  who  thereby  agreed  to  become  partners  with 
26%  interest  in  each  of  Walter  Trepte  and  Margaret 
Trepte  and  24%  interest  in  each  of  Walter  B.  Trepte 
and  Albert  Eugene  Trepte. 

Walter  Trepte  conveyed  to  the  partnership  all  of  his 
office  equipment,  planing  mill  equipment,  trucks,  ma- 
chinery, cash  in  bank,  accounts  receivable,  Naval  Air 
Station  job  equity,  being  an  equity  in  the  partnership 
assets  of  Golden  ^  Trepte  Construction  Company,  and 
all  other  personal  property  used  by  him  in  his  business, 
as  well  as  all  good  will  of  the  business,  subject  to  all 
liabilities  as  of  January  I,  1942,  as  appeared  on  his 
books,  condensed  as  follows: 
Cash,  Accounts  Receivable;  Work  in  Pro- 
gress;    Building    Material;     and    Fixed 

Equipment  less  depreciation  $89,734.05 

Naval  Air  Station  job  equity 88,458.88 

Total  Assets  $178,192.93 

Less:    Accounts    and    Notes    Payable    and 

Reserve 53,438.04 

$124,754.89 
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These  assets  were  the  community  property  of  Walter 
Trepte  and  Margaret  Trepte  and  were  thereby  con- 
verted into  separate  property. 

Walter  B.  Trepte  and  Albert  Eugene  Trepte  each 
gave  to  Walter  Trepte  and  Margaret  Trepte  his  note 
dated  January  1,  1942,  for  $29,941.17,  with  interest 
at  3%  per  annum,  for  his  24%  interest  in  the  net 
assets  of  $124,754.89,  all  distribution  of  proceeds  to 
be  applied  on  the  balance  of  the  notes  unpaid  before 
distribution  to  them  individually. 

Joint  Exhibit  2- A:  The  United  States  Partnership 
Return  of  Income,   Form   1065,   for  the  calendar  year 

1942,  Trepte  Construction  Co.,  shows  ordinary  net  in- 
come of  $176,415.67  and  capital  gains  of  $1,992.42, 
and  the  partners'  share  of  income  as  follows: 

Name  of  each                            Ordinary  net  Net  long- 
partner                                       income  term  gain 

Walter  Trepte  $   60,822.35  $    686.93 

Margaret  Trepte 57,054.46  644.37 

Walter  B.  Trepte 29,529.06  333.49 

Albert  E.  Trepte 29,009.80  327.63 

$176,415.67       $1,992.42 

Joint  Exhibit  3-B:  The  United  States  Partnership 
Return  of  Income,  Form   1065,   for  the  calendar  year 

1943,  Trepte  Construction  Co.,  shows  ordinary  net  in- 
come of  $118,030.00  and  capital  gains  of  $1,550.01, 
and  the  partners'  share  of  income  as  follows: 

Name  of  each                            Ordinary  net  Net  long- 
partner                                      income  term  gain 

Walter  Trepte  $  44,467.92  $    584.05 

Margaret  Trepte 24,980.04  327.98 

Walter  B.  Trepte 25,523.78  335.11 

Albert  E.  Trepte 23,058.26  302.87 

$118,030.00       $1,550.01 
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Exhibit  4:  The  August  23,  1946  deficiency  letter  to- 
gether with  statement  to  Walter  Trepte  shows  a  deficiency 
of  $23,183.84. 

Exhibit  5:  The  August  23,  1946,  deficiency  letter,  to- 
gether with  statement  to  Mrs.  Margaret  Trepte  shows 
a  deficiency  of  $29,480.82. 

Exhibit  6:  Declaration  of  Emancipation  of  Minor 
executed  by  Walter  Trepte  and  Margaret  Trepte  April 
18,  1942,  emancipated  their  son  Albert  Eugene  Trepte, 
from  parental  control  as  of  January  1,  1942,  and  granted 
to  him  the  right  to  control  and  receive  his  own  earnings 
and  to  have  all  the  rights  of  an  adult  person. 

Exhibit  7:  Declaration  by  Albert  Eugene  Trepte 
dated  April  22,  1947,  to  the  Trepte  Construction  Co. 
declared  that  he  became  twenty-one  years  of  age  on  Sep- 
tember 8,  1946,  and  that  he  thereby  ratified  and  con- 
firmed his  acts  as  a  minor  in  executing  the  Articles  of 
Co-partnership  as  of  January  1,  1942,  and  entering  in 
the  business  of  the  partnership. 

Exhibit  8:  The  promissory  note  of  Albert  Eugene 
Trepte  dated  January  1,  1942,  payable  to  Walter  Trepte 
and  Margaret  Trepte  for  $29,941.17,  which  shows  the 
various  payments  endorsed  thereon,  and  fully  paid  with 
interest  by  December  29,  1945. 

Exhibit  9:  The  promissory  note  of  Walter  B.  Trepte 
dated  January  1,  1942,  payable  to  Walter  Trepte  and 
Margaret  Trepte  for  $29,941.17,  shows  the  various 
payments  endorsed  thereon,  and  fully  paid  with  interest 
by  December  29,  1945. 

Exhibit  10:  Payroll  records  of  payments  to  Walter  B. 
Trepte  on  the  payroll  sheets  of  Walter  Trepte,  Builder, 
for  the  weeks  or  periods  for  1935  and  1936. 

Exhibit  1 1 :  The  employees'  account  records  (Com- 
pensation  Record)  of  Walter  Trepte.  Builder,  shows  em-  ■ 
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outset  and  his  accumulated  capital  from  the  income  after 
withdrawals,   the  explanation  of  which  is  as  follows: 
24%    share  in  partnership    (Trepte  Con- 
struction Co.)  acquired  by  purchase  Jan- 
uary 1,  1942 $29,941.17 

December  31,  1942  Partner's  share  of  income: 

Ordinary  net  income $28,998.09 

Ordinary  net  income — salary 

adjustment 530.97 

Net  long-term  capital  gain.___         666.98 


Total  $30, 196.04 

Less:  Withdrawals 530.97 


Balance  added  to  capital^_-  29,665.07 

Capital— December  31,   1942 $59,606.24 

December  31,   1943  Partner's  share  of  income: 

Ordinary  net  income $22,993.78 

Ordinary  net  income — salary 

adjustment 2,530.00 

Net  long-term  capital  gain  _  .         670.22 


Total  26,194.00 

Less:  Withdrawals  29,407.05 


Balance,  decrease  of  capital  -(3,213.05) 


Capital— December  31,   1943 $56,393.19 

December  31,  1944  Partner's  share  of  income: 

Ordinary  net  income $    7,386.44 

Ordinary  net  income — salary 

adjustment 4,800.00 

Net  long-term  capital  gain         950.12 


Total $13,136.56 

Less:  Withdrawals .   22,643.71 
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December  31,  1945  Partner's  share  of  income: 

Ordinary  net  income $25,226.09 

Ordinary  net  income — salary 

adjustment 4,800.00 

Net  long-term  capital  gain         163.20 

Total  $30,189.29 

Less:  Withdrawals 15,272.65 


Balance   added    to   capital  14,916.64 

Capital— December  31,    1945 $61,802.68 

December  31,   1946  Partner's  share  of  income: 

Ordinary  net  income $24,844.45 

Ordinary  net  income — salary 

adjustment 4,800.00 

Not  long-term  capital  gain  _  .         222.90 


Total $29,867.35 

Less:  Withdrawals 29,164.00 


Balance  added  to  capital 703.35 


Capital— December  31,   1946 $62,506.03 

Summary 

24%  share  in  partnership  acquired  by  pur- 
chase January   1,   1942 $29,941.17 


PARTNER'S  SHARE 

^EAR 

OF  INCOME 

WITHDRAWALS 

DIFFERENCE           j 

1942 

$30,196.04 

$       530.97 

$29,665.07       ' 

1943 

26.194.00 

29,407.05 

-(3,213.05) 

1944 

13,136.56 

22,643.71 

-(9,507.15) 

1945 

30,189.29 

15,272.65 

14,916.64 

1946 

29,867.35 

29,164.00 

703.35 

$129,583.24 

$97,018.38 

$32,564.86 
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Net  addition  to  capital  account  of 

Walter  B,   Trepte 32,564.86 

December  31,  1946 — 

Walter  B.  Trepte— Capital $62,506.03 

Exhibit  16:  Ledger  sheets  of  the  Trepte  Construc- 
tion Co.  books  of  account,  account  No.  284,  ''Albert 
Eugene  Trepte,  Capital,"  shows  his  24%  interest  in 
the  partnership  at  the  outset  and  his  accumulated  capital 
from  the  income  after  withdrawals,  the  explanation  of 
which  is  as  follows: 

24%  share  in  partnership  (Trepte  Con- 
struction Co.)  acquired  by  purchase  Jan- 
uary 1,  1942 $29,941.17 

December  31,   1942  Partner's  share  of  income: 

Ordinary  net  income $29,009.80 

Net  long-term  capital  gain  ^.._         655.27 


Total $29,665.07 

Less:  Withdrawals  None 


Balance  added  to  capital   ._  29,665.07 


Capital— December  31,   1942 $59,606.24 

December  31,   1943  Partner's  share  of  income: 
Ordinary  net  income $23,058.26 

Net  long-term  capital  gain^_.         605.74 


Total  $2 3,664,00 

Less:  Withdrawals 25,710.06 


Balance,  decrease  of  capital  -(2.046.06) 


Capital— December  31,   1943 $57,560.18 
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December  31,   1944  Partner's  share  of  income: 

Ordinary  net  income $   7,733.02 

Net  long-term  capital  gain.__.         603.54 

Total $   8,336.56 

Less:  Withdrawals  16,646.71 

Balance,  decrease  of  capital  -(8,310.15) 

Capital— December  31,   1944 $49,250.03 

December  31,   1945  Partner's  share  of  income: 

Ordinary  net  income $25,226.08 

Net  long-term  capital  gain.,         163.20 

Total $  25,389.28 

Less:  Withdrawals 10.571.15 

Balance  added  to  capital..  14,818.13 

Capital— December  31,   1945 $64,068.16 

December  31,   1946  Partner's  share  of  income: 

Ordinary  net  income $24,844.45 

Net  long-term  capital  gain  .         222.90 

Total  $25,067.35 

Less:  Withdrawals 21,225.97 

Balance  added  to  capital  _..  3,841.38 

Capital— December  31,   1946 67.909.54 

Summary 

24^/<    share  in  partnership  acquired  by  pur- 
chase January  1,  1942 $29,941.17 

PARTNER'S  SHARE 
5fEAR  OF  INCOME  WITHDRAWALS  DIFFERENCE 

1942  $29,665.07      None      $29,665.07 

1943  23,664.00    $25,710.06    -(2,046.06) 

1944  8,336.56     16,646.71    -(8,310.15) 

1945  25,389.28     10,571.15     14,818.13 

1946  25,067.35     21,225.97      3,841.38 

Total      $112,122.26         $74,153.89         $3  7,968.37 
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Net  addition  to  capital  account  of 

Albert  E.  Trepte 37,968.37 

December  31,  1946 — 

Albert  E.  Trepte— Capital $67,909,54 

Joint  Exhibit  17-C:  1942  United  States  Individual 
Income  Tax  Return  of  Walter  Trepte  shows  the  amount 
he  received  from  the  Trepte  Construction  Co.  partner- 
ship as  ordinary  net  income  S60,822.35  and  from  net 
gain  from  sale  of  capital  assets  $686.93. 

Joint  Exhibit  18-D:  1943  United  States  Individual 
Income  Tax  Return  of  Walter  Trepte  shows  the  amount 
he  received  from  the  Trepte  Construction  Co.  partner- 
ship as  ordinary  net  income  $44,467.92,  and  from  net 
gain  from  sale  of  capital  assets  $584.05. 

Joint  Exhibit  19-E:  1942  United  States  Individual 
Income  Tax  Return  of  Margaret  Trepte  shows  the 
amount  she  received  from  the  Trepte  Construction  Co. 
partnership  as  ordinary  net  income  $5  7,054.46,  and 
from  net  gain  from  sale  of  capital  assets  $644.37. 

Joint  Exhibit  20-F:  1943  United  States  Individual 
Income  Tax  Return  of  Margaret  Trepte  shows  the 
amount  she  received  from  the  Trepte  Construction  Co. 
partnership  as  ordinary  net  income  $24,980.04,  and  from 
net  gain  from  sale  of  capital  assets  $327.98. 

Exhibit  21:  Certificate  of  Fictitious  Name  of  the 
Trepte  Construction  Co.  shows  the  owners  as  the  four 
partners  named  in  the  Agreem.ent  of  Co-partnership 
dated  January  1,  1942,  w^hich  was  recorded  May  12, 
1942,  in  the  office  of  the  County  Clerk  of  the  County 
of  San  Diego,  also  Publication  was  made  and  Affidavit 
of  Publication  was  filed  June  12,  1942,  with  the  County 
Clerk  of  the  County  of  San  Diego  as  provided  by  the 
Civil  Code  of  California,  Section  2466. 
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Respondent's  Exhibit  G:  1942  United  States  Indi- 
vidual Income  Tax  Return  of  Walter  B.  Trepte  shows 
the  amount  he  received  from  the  Trepte  Construction 
Co.  partnership  as  ordinary  net  income  $29,529.06,  and 
from  net  gain  from  sale  of  capital  assets  $333.49. 

Respondent's  Exhibit  H:  1943  United  States  Indi- 
vidual Income  Tax  Return  of  Walter  B.  Trepte  shows 
the  amount  he  received  from  the  Trepte  Construction 
Co.  partnership  as  ordinary  net  income  $25,523.78,  and 
from  net  gain  from  sale  of  capital  assets  $335.1 1. 

Respondent's  Exhibit  I:  1942  United  States  Indi- 
vidual Income  Tax  Return  of  Albert  Eugene  Trepte 
shows  the  amount  he  received  from  the  Trepte  Con- 
struction Co.  partnership  as  ordinary  net  income  $29,- 
009.80,  and  from  net  gain  from  sale  of  capital  assets 
$327.63. 

Respondent's  Exhibit  J:  1943  United  States  Indi- 
vidual Income  Tax  Return  of  Albert  Eugene  Trepte 
shows  the  amount  he  received  from  the  Trepte  Construc- 
tion Co.  partnership  as  ordinary  net  income  $23,058.26, 
and  from  net  gain  from  sale  of  capital  assets  $302.87. 

Respondent's  Exhibit  K:  Navy  Department  Bureau 
of  Yards  and  Docks,  Contract  NOY-4205,  dated  July 
6,  1940,  (cost-plus-a-fixed-fee)  with  M.  H.  Golden 
and  Walter  Trepte,  called  the  Contractors.  Excerpts 
from  the  said  contract  are  as  follows: 

''TIME  OF  COMPLETION.  ARTICLE  6.— 
The  Contractors  agree  to  proceed  immediately  with  the 
organization  of  office  and  field  forces  to  be  engaged  upon 
the  work  under  this  contract  and  to  direct  their  efforts 
toward  early  purchases  and  transportation  of  materials 
and  the  initiation  of  actual  construction  work  on  the 
site;  and  to  concentrate  upon  rapid  progress  and  the 
completition  of  the  entire  work  at  the  earliest  possible 
date. 
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"PLANT  AND  EQUIPMENT.   ARTICLE   7.— 

The  Contractors  shall  provide  all  plant  and  equipment 
required  for  the  accomplishment  of  the  work  under  this 
contract,  ^  "^  "^ 

"SERVICES  AND  LABOR.  ARTICLE  8.— (a) 
All  services  and  labor,  including  personal  services  of  every 
character,  '''  "*'  '^ 

"MATERIALS.  ARTICLE  9.— (a)  All  materials 
required  for  the  accomplishment  of  the  work  under  this 
contract  shall  be  provided  by  the  Contractors,  including 
materials,  articles,  and  supplies  required  for  temporary 
use  and  such  as  miay  be  consumed  in  use.  "^  '^  '^ 

"TERMINATION  OF  CONTRACT.  ARTICLE 
13. —  (a)  Should  the  Contractors  at  any  time  refuse, 
neglect,  or  fail  to  prosecute  the  work  with  promptness 
and  diligence,  "^  '^'  "^ 

"RECOPvDS  AND  ACCOUNTS.  ARTICLE  23. 
— The  Contractors  agree  to  keep  accurate  records  and 
books  of  accounts,  on  a  job-order  basis,  *      '''      ^^ 

"PAYMENTS  TO  THE  CONTRACTORS. 
ARTICLE  26. — The  Government  agrees  that  the  Con- 
tractors may  submit  at  intervals  of  not  less  than  seven 
calendar  days  payment  requisitions  accompanied  by  duly 
certified  and  approved  payrolls,  invoices,  bills  or  other 
substantiating  documents,   "   ^   ^^  " 

Respondent's  Exhibit  L:  Contract  on  a  cost  plus  a 
fixed  fee,  dated  June  30,  1942.  between  Rohr  Aircraft 
Corporation,  a  California  corporation,  acting  for  and 
on  behalf  of  the  Defense  Plant  Corporation,  and  Walter 
Trepte  and  M.  H.  Golden  individually,  doing  business 
as  the  Golden  ^  Trepte  Construction  Company,  here- 
inafter called  "Engineer-Contractor."  The  total  esti- 
mated cost  of  the  contract  was  $644,339.00,  exclusive 
of  Engineer-Contractor's  fe:.  It  was  estimated  that  the 
work  as  provided  for  in  the  contract  would  be  ready 
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for  utilization  by  the  owner  on  or  before  October  15, 
1942. 

Sfafemenf  from  Oral  Evidence 

Walter  B.  Trepte,  the  elder  son  of  the  petitioners, 
testified  that  he  was  twenty-nine  years  of  age  and  had 
lived  in  San  Diego,  California  all  of  his  life  and  attended 
grammar  school,  high  school  and  college  there.  (Tr.  75) ; 

That  he  worked  for  his  father  in  the  construction 
business  during  the  summer  of  1935,  two  months  of 
1936.  during  the  fall  of  1938,  all  of  1939,  and  July 
and  August  of  the  year  1940,  and  to  the  end  of  the 
year  1940  for  Golden  ^  Trepte  Construction  Company, 
during  the  year  1941  he  worked  for  Golden  ^  Trepte 
Construction  Company  in  the  timekeeping  department 
where  he  was  in  charge  of  personnel  and  timekeeping, 
did  some  of  the  bookkeeping  and  took  care  of  certain 
security  work  that  the  Navy  requested  and  did  all  of 
the  hiring  and  firing  of  the  men.     (Tr.   76,   77), 

As  of  January  1,  1942,  Walter  B.  Trepte  became  a 
co-partner  of  the  Trepte  Construction  Co.  pursuant  to 
Articles  of  Co-partnership  Exhibit  1.  The  formation 
of  the  Co-partnership  was  discussed  with  his  father 
and  mother,  and  brother  Gene  (Albert  Eugene  Trepte), 
during  the  fall  of  1941.  The  object  of  the  formation  of 
the  Co-partnership  was  to  carry  on  the  business  of  the 
Trepte  Construction  Co.  in  the  event  that  his  father 
should  meet  with  a  tragedy.  During  the  fall  of  1941, 
his  father  was  making  many  hazardous  trips  by  airplane, 
in  connection  with  his  construction  work.  (Tr.  77,  78, 
91-93.   154.   155). 

Ahhough  Walter  B.  Trepte  worked  on  jobs  of  the 
Trepte  Construction  Co.,  the  Rohr  Aircraft  Corpora- 
tion, and  the  Golden  ^  Trepte  Construction  Company, 
all  of  his  services  were  for  and  in  behalf  of  the  Trepte 
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Construction  Co.  and  any  salary  or  remuneration  he 
may  have  received  on  the  various  jobs  was  given  con- 
sideration at  the  time  an  adjustment  of  his  co-partner- 
ship remuneration  was  made  at  the  end  of  each  year, 
at  which  time  he  received  $4800.00  as  remuneration 
for  his  services  from  his  co-partnership,  the  Trepte  Con- 
struction Co.  (Tr.  78-80). 

A  portion  of  Walter  B.  Trepte's  24%  share  in  the 
net  income  of  the  Trepte  Construction  Co.  partnership 
was  withdrav/n  for  his  personal  use,  said  withdrawals 
consisted  of  numerous  items  which  he  identified,  such 
as  the  payments  and  interest  on  his  note  (Exhibit  9) 
dated  January  1,  1942,  payable  to  Walter  Trepte  and 
Margaret  Trepte  for  his  purchase  of  a  24%  interest  in 
and  to  the  partnership.  Collector  of  Internal  Revenue 
for  his  United  States  Individual  Income  Taxes,  Fran- 
chise Tax  Commissioner  for  his  California  Individual 
Income  Taxes,  and  other  personal  expenditures.  Many 
of  the  checks  issued  for  the  said  withdrav/als  were  signed 
by  the  witness  and  all  of  them  were  drawn  on  the  Trepte 
Construction  Co.  bank  account  (See  summary  of  Exhibit 
13).    (Tr.  80-83,  87,  89-91,  98-100). 

During  the  fall  of  1941  when  the  discussions  took 
place  regarding  the  formation  of  the  co-partnership,  the 
question  of  tax  reduction  or  avoidance  was  never  brought 
up.  (Tr.  85,  91-93). 

Walter  B.  Trepte  signed  checks  against  the  Trepte 
Construction  Co.  partnership  account,  and  prior  to  that 
time  from  1937  on,  he  was  authorized  to  sign  checks 
for  and  in  behalf  of  his  father,  Walter  Trepte,  Builder, 
and  he  hired  and  fired  employees  of  the  Golden  ^  Trepte 
Construction  Company  from  May  of  1941  and  also  of 
the  Co-partnership  of  which  he  was  a  partner,  Trepte 
Construction  Co.  These  constituted  valuable  and  vital 
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services  to  the  Trepte  Construction  Co.  (Tr.  100,  101, 
163). 

ALBERT  EUGENE  TREPTE,  second  son  of  the 
petitioners,  stated  that  he  was  twenty-two  years  old,  that 
he  was  twenty-one  on  September  8,  1946;  he  worked  for 
his  father  in  the  construction  business  in  the  summer  of 
1941,  in  the  summer  of  1942,  he  delivered  and  rustled 
material,  which  gave  him  a  chance  to  get  around  th3 
jobs  and  understand  what  was  going  on.  He  also  went 
with  his  father  on  estimating  jobs  and  discussed  them 
with  him.  In  1943  he  went  to  summer  school.  (Tr, 
103,  105). 

He  was  in  the  service  from  February  28,  1944  until 
June  7,  1946.  He  served  in  the  Western  Sea  Frontier, 
Southern  Sector,  for  the  Navy  aboard  a  250  foot  schooner 
patrolling  the  Guadalupe  Patrol  six  hundred  miles  off 
San  Diego;  he  held  the  rate  at  first,  of  First  Seaman; 
having  had  experience  in  sailing,  he  was  put  in  the 
capacity  of  Leading  Seaman  handling  sails  and  docking 
the  ship.  He  was  schooled  in  the  Quartermaster's  De- 
partment, and  as  Sailing  Master  he  directed  men  and 
officers.   (Tr.   104,   109,   110). 

Having  worked  in  the  construction  business  v.^ith  his 
father,  Walter  Trepte,  it  was  his  desire  to  learn  the 
practical  end  of  the  construction  business,  and  he  de- 
cided to  attend  California  State  Polytechnic  College  at 
San  Luis  Obispo,  for  a  two  years  course,  and  was  taking 
architectural  engineering,  which  he  finished  in  the  spring 
of  1948.    His  father  had  similar  schooling.    (Tr.   106). 

Upon  reaching  the  age  of  majority,  Albert  Eugene 
Trepte  ratified  the  partnership  agreement  which  was 
entered  into  when  he  was  a  minor.  (Exhibit  7).  He 
had  discussed  the  partnership  agreement  with  his  father 
before  January  1,  1942,  had  given  his  note  (Exhibit  8) 
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for  the  purchase  price  of  his  share  of  the  partnership  and 
that  the  note  was  fully  paid  in  1945.    (Tr.  106,  107). 

He  identified  various  items  of  expenditures  which 
were  charged  to  his  withdrawal  account,  such  as  the 
payments  and  interest  on  his  note  (Exhibit  8)  dated 
January  1,  1942,  payable  to  Walter  Trepte  and  Mar- 
garet Trepte  for  his  purchase  of  a  24%  interest  in  and 
to  the  partnership,  Collector  of  Internal  Revenue  for  his 
United  States  Individual  Income  Taxes,  Franchise  Tax 
Commissioner  for  his  California  Individual  Income 
Taxes,  and  other  personal  expenditures  (See  summary 
of  Exhibit  14).     (Tr.   107,   108,   112). 

His  source  of  income  since  1942  was  from  the  Trepte 
Construction  Co.  and  the  Navy.   (Tr.   113). 

MARGARET  TREPTE,  one  of  the  petitioners,  wife 
of  Walter  Trepte,  and  also  one  of  the  partners  of  the 
Trepte  Construction  Co.,  testified  that  she  m^arried 
Walter  Trepte  in  1916  wh2n  he  was  working  for  bis 
father  as  an  employee  in  the  construction  business;  he 
did  not  own  anything  at  the  time  they  were  married; 
they  have  lived  together  ever  since  as  husband  and  wife 
and  whatever  he  earned  since  their  marriage  was  com- 
munity property.    (Tr.   115). 

She  remembered  the  discussions  in  regard  to  the  part- 
nership and  taking  the  boys  into  it;  it  was  talked  about 
for  quite  a  while  in  1940  and  1941,  as  the  boys  grew 
up;  she  executed  the  1942  partnership  agreement  as  one 
of  the  partners  and  knew  that  at  that  time  she  was  giving 
up  nearly  one-half  of  her  community  property;  she 
favored  the  partnership  because  her  husband  was  flying 
a  good  deal  and  if  anything  should  happen,  there  would 
be  somebody  to  carry  on  and  she  v/anted  it  that  way. 
The  boys  had  expressed  a  preference  for  that  kind  of 
work.   (Tr.  115,  116). 
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In  discussing  the  formation  of  the  partnership  there 
was  no  discussion  about  reducing  taxes.  There  was 
mention  of  the  precedent  of  Mr.  Trepte  and  his  father 
and  their  partnership.   (Tr.  116). 

Before  the  partnership  agreement  of  January  1,  1942 
w^as  executed,  she  said  she  read  it,  knew  what  it  con- 
tained, signed,  it,  knew  the  provision  in  regard  to  any  of 
the  partners'  selling  his  interest;  that  the  dealings  under 
the  partnership  were  controlled  by  the  majority  hold- 
ing of  the  partners  and  that  other  than  her  husband,  the 
partners  were  her  two  sons.    (Tr.   117). 

Eugene  talked  and  planned  on  going  into  the  con- 
struction business  with  his  father,  all  of  his  life.  He 
would  work  for  his  father  in  the  summertime,  and  when 
he  was  at  home  on  vacation,  he  would  go  down  to  the 
office;  when  at  home,  he  looked  over  the  books  and  would 
take  trips  with  his  father  around  the  jobs.  (Tr.  117, 
118). 

The  petitioners  were  in  agreement  about  the  boys 
going  into  the  co-partnership.    (Tr.    121). 

WALTER  TREPTE  stated  that  he  was  fifty-four 
years  old,  a  general  contractor,  engaged  in  the  business 
since  1917  and  before  that  in  various  occupations  of  the 
contracting  industry;  worked  for  his  father,  Morris 
Trepte,  before  1917  in  San  Diego  and  in  that  year  be- 
came a  partner  with  his  father,  giving  him  a  note  for  an 
interest  in  the  partnership,  which  note  was  paid  out 
of  earnings.  (Tr.  121,  122). 

His  father  had  previously  had  a  partner  by  the  name 
of  Ed  Rambo  and  the  witness  bought  out  his  interest. 
Before  becoming  such  partner  he  had  had  schooling  of 
two  years  of  structural  design  in  the  California  School 
of  Mechanical  Arts  at  San  Francisco,  from  1910  to 
1912.    From  1912  to  1917  he  worked  with  his  father. 
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The  partnership  with  his  father  continued  until  1928 
when  the  witness  bought  out  the  father,  paying  cash. 
From  1928  to  1942  th3re  was  no  one  associated  with 
him  in  his  business,  which  consists  of  what  is  known 
as  commercial  construction  and  some  engineering  con- 
struction. His  particular  architectural  and  engineering 
education  gave  him  definite  assistance  in  that  work, 
enabling  him  to  grasp  the  fundamentals  much  faster  than 
if  he  had  not  had  the  training,  and  he  was  able  to  do  the 
engineering  work  himself  on  his  jobs,  whereas  others 
would  have  had  to  employ  architects.   (Tr.  122,   123). 

Waiter  Trepte  hoped  that  his  sons  would  join  him 
in  the  business  and  influenced  them  all  he  could,  par- 
ticularly in  the  schooling  for  Gene  (Albert  Eugene 
Trepte)  in  the  Polytechnic  school,  which  was  discussed 
with  Gene  and  which  the  witness  had  investigated  and 
recommended.    (Tr.   123,   124). 

He  formed  the  Trepte  Construction  Company  because 
of  the  flying  that  he  had  to  do  to  get  to  offshore  Navy 
jobs  and  because  of  the  business  background.  He  had 
gone  in  with  his  father  and  thought  it  was  a  good  thing 
for  his  sons  to  do  likewise.  On  one  of  the  earlier  trips 
to  San  Clemente  Island  with  Mr.  Golden  they  had  a 
near  crash  in  landing  in  a  fog  and  discussed  the  question 
of  v/hat  would  become  of  that  particular  fixed  contract 
with  the  Navy  in  case  of  the  death  of  one  or  both  of 
them.  Witness  told  Mr.  Golden  that  he  had  been  con- 
sidering having  the  boys  go  into  partnership  with  him 
and  thought  that  he  should  form  a  partnership  as  soon 
as  he  could  to  carry  on  the  business  if  anything  happened 
to  him.  The  same  line  of  thought  was  suggested  to  him 
by  a  government  man;  Officer  Montgomery  or  Henry  B. 
Smith,  while  riding  in  a  plane  to  San  Clemente  Island, 
agreed  that  it  would  be  a  very  involved  matter  in  case 
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of  accident  and  if  anything  happened  to  the  witness. 
Witness  went  to  San  Clemente  Island  about  once  a  week 
travelling  by  air  north  to  Oceanside  to  a  controlling 
station,  then  westerly  to  San  Clemente  Island.  The  time 
of  this  discussion  of  the  forming  of  a  partnership  must 
have  been  in  the  summer  of  1941  when  they  started  the 
San  Clemente  Island  job  NOY-4205,  Bureau  of  Public 
Works,  U.S.N.   (Tr.  124,   125,   154). 

The  original  contract  was  for  $2,700,000.00,  mostly 
on  North  Island  in  San  Diego  Bay,  which  contract  had 
to  be  completed  in  about  a  year's  time.  The  contract 
was  then  extended  to  include  Brown  Field  on  the  lower 
end  of  San  Diego  Bay,  Otay  Mesa  Airfield  facilities, 
Kearney  Mesa  Airfield  facilities  and  San  Clemente  Air- 
field facilities.  The  compensation  for  the  work  under 
this  contract  was  paid  on  a  fixed  fee  basis  determined 
by  the  officer  in  charge.  The  original  fee  was  in  the 
neighborhood  of  3%,  paid  from  the  Bureau  of  Public 
Works  in  Washington  or  the  Bureau  of  Yards  and  Docks 
in  Washington,  he  didn't  know  which;  payments  were 
made  in  installments;  the  final  payment  was  not  de- 
termined until  the  termination  of  the  contract.  Payments 
for  labor  and  material  were  originally  made  monthly, 
then  as  the  job  became  larger  they  were  made  bi-monthly 
and  finally  weekly.  In  order  to  obtain  payments  the  paid 
bills  and  cancelled  checks  were  sent  to  the  Government. 
The  contract  eventually  ran  into  between  $21,000,- 
000.00  and  $22,000,000.00.  The  fee  for  the  first  $2,- 
000,000.00  job  was  about  3  %,  which  was  reduced  later 
to  whatever  the  Bureau  of  Yards  and  Docks  agreed  to, 
becoming  smaller  and  smaller.    (Tr.    125-127). 

After  the  talk  with  Mr.  Golden,  witness  discussed  the 
partnership  with  his  family  in  the  fall  of  1941.  He  ex- 
plained to  the  boys  the  advantage  of  their  being  taken  in 
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as  partners;  he  had  had  that  experience  himself  and  he 
found  what  a  big  advantage  it  was  to  take  over  a  reputa- 
tion for  abihty  and  integrity  that  you  don't  have  to  sweat 
for  yours3lf,  and  the  boys  were  able  to  see  and  appreciate 
it;  they  were  questioned  about  their  vv^ishes,  and  wanted 
to  go  into  the  partnership,   (Tr.  127,  128). 

There  was  no  discussion  about  avoiding  or  reducing 
taxes  at  the  time  of  forming  the  co-partnership.  (Tr. 
128). 

When  the  partnership  was  made,  Walter  B.  Trepte 
was  sufficiently  educated  in  the  business  to  take  respon- 
sibility. He  could  take  care  of  the  office  and  accounting, 
do  the  hiring  and  the  personnel  end  of  the  work.  He  was 
assistant  manager. 

The  item  ''Naval  Air  Station  job  equity  $88,458.88" 
set  out  under  the  caption  * 'Assets"  in  the  partnership 
agreement  was  working  capital  and  money  owed  to  him 
for  labor  and  material;  none  of  it  was  profits  on  the  job. 
(Tr.  130,  152,  153). 

Walter  B.  Trepte  had  been  working  for  Walter  Trepte 
off  and  on  since  1935;  he  was  personnel  man  for  the  part- 
nership and  signed  checks.      (Tr.  130,  131). 

After  the  partnership  v/as  formed,  there  were  adjust- 
ments made  by  the  partners  as  to  a  drawing  account  to 
equalize  the  different  earning  capacity  of  the  partners. 
The  amount  that  Walter  B.  Trepte  drew  was  around 
$4,800.00  or  $5,000.00  a  year,  and  Walter  Trepte,  the 
petitioner,  drew  $20,000.00  a  year,  except  in  1944  when 
the  business  v/as  slow  and  he  drev/  $10,000.00.  Those 
salaries  mentioned  v^erc  deducted  before  figuring  the 
profits  to  be  divided  between  the  partners.  After  the  part- 
nership was  formed,  the  boys  had  the  right  to  withdraw 
any  partnership  funds  for  their  own  use  and  did  v/ith- 
draw.  (Tr.  131,  132). 
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At  the  time  the  partnership  was  formed  Albert  Eugene 
Trepte  had  shown  an  aptitude  for  the  construction  busi- 
ness. He  had  natural  ability  to  handle  men  and  had  an 
interest  in  the  engineering  end  of  the  business.  Witness 
thought  he  had  exceptional  ability  so  far  as  being  able 
to  get  business,  which  is  a  big  factor  in  the  work;  when 
the  partnership  was  formed  he  had  shown  definite  inter- 
est in  what  jobs  were  doing,  what  the  costs  of  the  jobs 
were  and  always  showed  an  interest  in  the  number  of 
jobs — where  they  were  and  how  they  were  progressing. 
He  had  gone  to  the  jobs  with  the  witness  and  on  ques- 
tioning had  said  that  he  went  there  to  enlighten  himself. 
He  entered  into  discussions  as  to  the  character  of  the  job 
and  how  it  could  be  handled.  (Tr.  132,  133). 

Witness  identified  his  signature  and  that  of  his  wife  to 
Exhibit  6  (Declaration  of  Emancipation  of  Minor) 
dated  April  18,  1942.  He  stated  that  he  had  never  col- 
lected or  used  any  part  of  Gene's  earnings  and  never  paid 
any  of  his  expenses  or  school  expense;  they  were  drawn 
by  Gene  out  of  his  share  of  the  partnership.  (Tr.  133). 

The  petitioners  have  a  child  other  than  the  two  boys 
who  are  partners — a  daughter — who  was  not  considered 
in  talking  of  the  partnership,  as  they  did  not  feel  that  she 
would  lend  any  benefit  to  the  partnership.  (Tr.  134). 

Other  than  the  Navy  Air  Station  job  NOY  4205 
there  were  other  government  jobs  that  he  was  doing  be- 
tween 1940  and  the  end  of  the  Vv^ar,  among  them  the  fuel 
depot  job  at  San  Diego,  the  defense  plant  job  at  Rohr 
Aircraft  Company  in  Chula  Vista,  the  sea  water  tunnel 
job  for  the  San  Diego  Gas  8  Electric  Company,  which 
the  witness  tliought  the  government  was  backing,  and 
several  jobs  for  Ryan  Aeronautical  Company;  the  Navy 
paid  for  one  of  the  Ryan  jobs  and  the  Defense  Plant  Cor- 
poration for  the  other.     The  water  tunnel  job  ran  about 
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$300,000.00,  the  Navy  Fuel  Depot  job  $750,000.00, 
the  Rohr  Defense  Plant  job  close  to  $1,000,000.00,  and 
Ryan  close  to  $1,000,000.00.  The  Ryan  job  was  taken 
under  Trepte  Construction  Company  and  the  Fuel  De- 
pot and  tunnel  and  one  of  the  Rohr  Aircraft  jobs  by 
Golden  S  Trepte  Construction  Company.  (Tr.  134, 
135). 

On  or  about  January  1st,  1942,  he  had  around  75  to 
100  employees.  In  the  Naval  Air  Station  work  the 
Golden  ^  l^repte  Company  was  employing  at  the  peak 
1,500  men.  (Tr.  135,  136,  141,  152). 

Walter  B.  Trepte  had  additional  responsibility  in  con- 
nection with  the  Naval  Air  Station  job.  First,  he  v/as 
vv^ith  the  timekeeping  department,  then  assistant  person- 
nel man,  then  equipment  manager,  toward  the  end  of  the 
contract  when  they  were  having  hurdles  at  the  job  and 
immediately  had  to  get  very  large  amounts  of  equipment, 
particularly  rental  equipment,  he  supervised  the  procure- 
ment of  the  material  as  a  representative.  (Tr.  136). 

The  Trepte  Construction  Company  is  still  continuing 
as  a  going  partnership.  There  v/cre  no  plans  to  change  it 
in  the  future.  (Tr.  137). 

When  asked  concerning  his  employment  by  and  part- 
nership with  his  father  in  the  previous  years,  as  to  w^hat 
kind  of  business  it  was,  he  replied  that  it  was  the  same 
business — construction  business;  that  the  father  started 
in  San  Diego  in  1895,  doing  commercial  contracting  and 
engineering  contracting;  building  construction  is  com- 
mercial buildings  in  particular,  building  factories  and 
warehouses;  engineering  contracting  is  usually  road 
work,  bridges  or  waterfront  work;  in  every  case  it  re- 
quires, for  the  purpose  of  submitting  bids,  a  knowledge 
of  and  skill  in  engineering  and  construction  engineering 
and  labor,  materials  and  prices.   (!>.  13  7,   138). 
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His  father's  former  partner  was  Edward  L.  Rambo. 
Witness  bought  his  interest  in  1917,  giving  his  father  a 
note  for  one-half  of  the  business.  Rambo  left  the  busi- 
ness and  the  witness  came  in  his  place.  He  had  been  work- 
ing as  Superintendent  for  his  father  and  Rambo  at  that 
time.  In  1917  he  was  twenty-four  years  of  age  and  had 
been  working  for  his  father  since  1915.  (Tr.  138,  139). 

In  1928  he  bought  his  father's  interest  in  the  business 
for  cash.  There  was  a  division  of  property  and  a  cash 
adjustment;  they  naturally  had  accumulated  some  real 
estate  in  the  business  transactions.  The  father  took  the 
bulk  of  the  real  estate  and  an  adjustment  was  made  in 
cash.    (Tr.  140). 

Walter  B.  Trepte  purchased  additional  or  new  equip- 
ment in  connection  with  the  NOY  4205  job.  (Tr.  143). 

Asked  if  it  was  not  a  fact  that  his  son,  Walter  B. 
Trepte,  had  never  shown  any  real  interest  in  the  business, 
at  least  from  its  technical  aspects  and  engineering  feat- 
ures, he  replied,  "I  would  not  say  that.  He  certainly  shows 
an  interest  in  the  operation  of  the  business.  His  inclina- 
tion is  toward  the  accounting  and  the  office  end  of  it  and 
the  equipment  end  of  the  business."  (Tr.  153). 

Walter  B.  Trepte  was  competent  to  carry  on  the  con- 
tracts in  the  event  of  the  death  of  Walter  Trepte.  (Tr. 
156). 

Walter  B.  Trepte  had  helped  prior  to  January  1,  1942 
and  also  subsequent  thereto  to  assemble  data  necessary 
for  the  preparation  and  submission  to  the  government, 
concerns  and  persons,  bids  for  construction  work.  (Tr. 
156.  157). 

The  family  partnership  arrangement  originated  with 
discussions  of  his  wife  and  himself  (Waiter  Trepte)  for 
years  previous;  he  had  had  the  same  sort  of  partnership 
with  his  father;  his  fatiier  had  been  able  to  build  up  the 
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good  will  and  integrity  of  the  business  prior  to  the  time 
Walter  Trepte  was  taken  in  as  a  partner  and  up  to  the 
time  he  bought  hi$  father  out.  Witness  stated  that  he 
kept  the  good  will  and  integrity  of  the  business  and  felt 
that  it  should  be  continued  by  taking  in  his  sons  who 
were  able  to  become  partners.  (Tr.  157,  158). 

The  matter  of  the  partnership  had  never  been  discussed 
with  any  attorney  or  any  accountant  prior  to  the  time 
that  it  was  decided  to  go  through  with  the  plan.  (Tr. 
159). 

Mr.  Stone  was  consulted  the  latter  part  of  1941.  Mr. 
Trepte  could  not  say  the  exact  day  the  actual  document 
was  drawn  up,  but  it  was  around  the  first  of  the  year. 
Walter  Trepte  told  the  attorney  (Mr.  Stone)  the  sub- 
stance of  the  provisions  wanted  in  the  agreement.  Mr. 
Stone  had  been  his  father's  and  his  attorney  prior  to 
1941,  had  handled  the  dissolution  of  the  partnership 
with  his  father  in  1928,  but  had  nothing  to  do  with  the 
transaction  whereby  he  bought  out  the  interest  of  Rambo 
in  1917.  There  was  no  attorney  then;  there  were  not 
enough  assets  to  pay  for  an  attorney.   (Tr.   159,   160). 

It  was  Walter  Trepte's  purpose  that  his  wife  and  two 
sons  should  carry  on  the  business  if  anything  happened 
to  him;  that  his  older  son  was  trained  and  had  the  ability. 
(Tr.  161,  162). 

The  Navy  contract  on  North  Island  was  not  made  on 
a  bid,  but  was  negotiated  between  Commandant  of  the 
Eleventh  Naval  District,  together  with  the  Public  Works 
Officer,  to  handle  a  given  amount  of  construction  work  at 
North  Island;  Trepte  S  Golden  did  not  apply  for  the 
job;  the  Government  applied  to  them.   (Tr.  164,   165). 

Walter  B.  Trepte  went  out  of  the  state  to  procure 
equipment  in  connection  with  the  North  Island  job;  it 
was  a  large  procurement  of  several  hundred  thousand  dol- 
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lars  worth  of  equipment  out  of  the  CCC  camps  at  that 
time  in  the  state  of  Arizona.  It  was  a  transaction  be- 
tween the  navy  and  the  CCC  authority.  He  was  picked 
for  that  job  by  the  officer  in  charge  and  did  it  satisfacto- 
rily. (Tr.  165). 

Th:  Court  inquired  of  Walter  Trepte  what  consider- 
ation had  been  given  in  forming  partnership  agreement 
v/ith  reference  to  the  escape  of  taxes,  and  was  informed 
that  the  tax  angle  had  not  been  taken  into  consideration, 
that  the  main  thing  was  to  have  the  boys  in  the  business 
to  carry  on  in  case  of  his  death.  (Tr.  166,  167). 

SpeciffiCoS-ions  of  Errors  Relied  Upon 

( 1  )  The  findings  of  the  Tax  Court  are  not  supported 
by  the  evidence; 

(2 )  The  failure  to  hold  that  the  ARTICLES  of  CO- 
PARTNERSHIP of  the  Trepte  Construction  Co.,  dated 
January  1.  1942,  were  effective  as  of  said  date  and  con- 
stituted  a  bona  fide  partnership  for  tax  purposes; 

(3)  The  failure  to  find  that  the  petitioner,  Margaret 
Trepte,  and  each  of  the  sons  of  the  said  petitioner,  Walter 
B.  Trepte  and  Albert  Eugene  Trepte,  contributed  capital 
to  the  said  co-partnership; 

(4)  The  failure  to  hold  that  each  of  the  said  sons, 
Walter  B.  Trepte  and  Albert  Eugene  Trepte,  contributed 
vital  services  to  the  co-partnership; 

(  5 )  The  failure  to  fmd  that  each  of  the  said  sons, 
Walter  B.  Trepte  and  Albert  Eugene  Trepte,  had  a  share 
in  the  management  and  control  of  the  business; 

(  6 )  The  failure  to  determine  that  there  was  a  definite 
relation  between  the  profits  allocated  to  each  partner  and 
the  value  of  the  services  rendered; 

( 7 )  The  failure  to  find  that  there  was  no  casting  about 
for  a  legal  means  of  lessening  the  tax; 
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(8)  The  failure  to  find  that  the  formation  of  the  pres- 
ent co-partnership  by  and  between  the  members  of  the 
Trepte  family  constituted  a  bona  fide  co-partnership  for 
tax  and  all  other  purposes  of  the  third  generation  of  the 
Trepte  family  who  have  constantly  carried  on  the  in- 
tegrity and  good  will  of  the  construction  business  under 
the  Trepte  name; 

(9)  The  failure  to  find  that  Walter  B.  Trepte  and 
Albert  Eugene  Trepte  each  had  his  share  of  the  profits 
derived  from  the  partnership;  each  had  control  of  his 
share  of  the  profits;  and  each  son  had  the  right  to  with- 
draw his  share  of  the  profits  without  being  hampered  by 
his  parents  in  any  way; 

(10)  The  failure  to  hold  that  the  partnership  did  all 
things  necessary  and  requisite  to  constitute  a  partnership 
as  provided  for  by  the  laws  of  the  State  of  California,  and 
by  the  Internal  Revenue  Code,  more  specifically  Sections 
181,  182,  183,  187  and  3797; 

(11)  The  findings  of  deficiencies  for  the  years  1942 
and  1943  in  lieu  of  a  determination  that  there  is  no  in- 
come tax  due  from  the  petitioners,  Walter  Trepte  and 
Margaret  Trepte,  for  either  of  the  years  in  controversy; 

(12)  The  Tax  Court  of  the  United  States  erred  in 
rendering  its  decisions  for  respondent.  (Tr.  61-63). 

Summary  of  Argurrienfr 

The  ARTICLES  OF  CO-PARTNERSHIP  of  the 
Trepte  Construction  Co.  were  made  and  entered  into  in 
good  faith  as  of  the  first  day  of  January,  1942  by 
and  between  Walter  Trepte  and  Margaret  Trepte,  the 
petitioners  herein,  husband  and  wife,  and  their  two  sons, 
Walter  B.  Trepte  and  Albert  Eugene  Trepte,  to  conduct, 
carry  on  and  do  business  as  the  Trepte  Construction  Co., 
pursuant  to  the  ARTICLES  OF  CO-PARTNERSHIP, 
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and  it  was  the  purpos:  and  intent  of  all  of  the  parties  to 
form  an  actual,  real,  valid,  and  bona  fide  co-partnership 
for  all  purposes. 

All  of  the  code  provisions  of  the  State  of  California 
were  complied  with  in  the  formation  of  a  real,  actual, 
valid,  and  bona  fide  co-partnership. 

The  formation  of  the  Trepte  Construction  Co.,  Co- 
partnership by  and  between  the  members  of  the  Walter 
Trepte  family,  constitutes  the  third  generation  who  have 
consistently  conducted  and  carried  on  the  integrity  and 
good  will  of  the  construction  business  under  the 
TREPTE  name  for  a  period  of  approximately  a  half  of 
a  century. 

Each  of  the  sons,  Walter  B.  Trepte  and  Albert  Eugene 
Trepte,  rendered  vital  and  valuable  services  to  the  co- 
partnership; each  had  his  duties  to  perform  in  connection 
with  the  co-partnership  and  performed  them  in  an  effi- 
cient and  satisfactory  manner  and  each  participated  in 
th:  management  and  control  of  the  business. 

Shortly  before  the  formation  of  the  Trepte  Construc- 
tion Co.,  the  business  of  Walter  Trepte  had  extended  far 
beyond  any  anticipated  growth.  It  was,  therefore,  neces- 
sary for  him  to  have  others  associated  w^ith  him,  in  whom 
he  could  place  confidence  and  trust  to  aid  and  assist  him 
in  carrying  on  and  conducting  the  business.  Naturally, 
his  two  sons  were  the  logical  persons. 

Margaret  Trepte's  contribution  to  the  co-partnership 
capital  was  from  her  community  property.  Walter  B. 
Trepte  and  Albert  Eugene  Trepte  each  obtained,  by  pur- 
chase, his  co-partnership  interest  in  the  Trepte  Construc- 
tion Co.  by  signing  a  binding  obligation  in  the  form  of 
a  note  (Exhibits  8  and  9)  to  obtain  his  interest  and  the 
obligation  of  each  was  fully  discharged  by  December  29, 
1945.   There  was  no  element  of  gift  to  the  sons. 
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There  was  a  determination  of  the  value  of  the  services 
rendered  by  each  of  the  co-partners  before  the  profits  were 
allocated  according  to  the  ownership  in  the  Trepte  Con- 
struction Co.  The  equalization  was  made  to  Walter 
Trepte,  and  Walter  B.  Trepte,  according  to  the  value  of 
the  services  performed  for  and  in  behalf  of  the  co-partner- 
ship. 

The  formation  of  the  Trepte  Construction  Co.  Co- 
partnership was  not  originated  as  a  means  of  tax  reduc- 
tion, avoidance,  or  making  a  division  of  the  family  in- 
come, as  the  tax  angles  were  not  discussed  prior  to  the 
time  that  the  co-partnership  became  an  actual  entity. 

Neither,  Walter  Trepte,  father,  nor  Margaret  Trepte, 
mother,  attempted  to  deprive  either  of  their  sons  of  his 
share  of  the  profits.  Each  son  had  the  independent  reten- 
tion of  his  share  of  the  profits. 

There  was  no  gradual  change  from  Walter  Trepte, 
Builder,  into  the  co-partnership  as  was  mentioned  in  th: 
opinion  of  the  Tax  Court  (Tr.  49).  The  change  was 
effective  as  of  the  formation  of  the  co-partnership  Janu- 
ary 1,  1942. 

At  the  time  of  the  formation  of  the  co-partnership, 
TREPTE  CONSTRUCTION  CO.,  Walter  Trepte 
duly  assigned  to  the  said  co-partnership  all  of  the  commu- 
nity property  assets,  property  and  business  subject  to  the 
liabilities  which  he  had  used  to  conduct  and  carry  on  the 
business  and  operations  under  the  nam.e  of  Walter  Trepte, 
Builder  (Exhibit  1). 

Walter  Trepte  duly  assigned  to  the  said  co-partnership 
all  of  his  interest  in  and  to  the  property,  business  and 
earnings  of  the  Golden  ^  Trepte  Construction  Company 
v/hich  was  a  one-half  interest  (Exhibit  1 ) . 
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Argumcnf 

PETITIONERS  ARE  MEMBERS  OF  THE  TREPTE 
CONSTRUCTION  CO.,  A  CO-PARTNERSHIP, 
AND  ARE  ENTITLED  TO  HAVE  THEIR  INDI- 
VIDUAL INCOME  TAXES  COMPUTED  ON 
THE  BASIS  OF  THEIR  SHARE  OF  THE  IN- 
COME OF  THE  CO-PARTNERSHIP  AS  PRO- 
VIDED FOR  IN  SECTIONS  181,  182,  183,  187. 
and  3  79  7  OF  THE  INTERNAL  REVENUE  CODE. 

Such  Sections  of  the  Internal  Revenue  Code  (Appen- 
dix, infra)  set  forth  a  procedure  by  which  it  is  submitted 
that  the  amount  of  income  of  the  respective  petitioners 
should  be  determined  so  far  as  the  income  from  the  Trepte 
Construction  Co.,  a  co-partnership,  is  concerned. 

The  Tax  Court  of  the  United  States  in  the  first  sen- 
tence of  its  opinion  of  this  case  states: 

"Factually,  the  first  issue  in  this  case  follows  the 
now  familiar  pattern  of  family  partnerships,  and  is 
in  many  respects  similar  to  Commissioner  v.  Tower, 
327   U.   S.   280.   and  Lusthaus  v.   Commissioner, 
327  U.  S.  293." 
Those  two  cases  are  readily  distinguishable  from  the 
case  now  before  this  Court.    The  question  in  those  cases 
involved  husband  and  wife  partnerships  and  in  both  in- 
stances not  in  a  community  property  state.    Whereas,  the 
question  before  this  honorable  Court  involves  husband 
and  wife  in  a  community  property  state,  and  their  two 
sons,  wherein  the  facts  and  circumstances  arc  entirely  dif- 
ferent. 

It  is  contended  that  the  Trepte  Construction  Co.  co- 
partnership comes  within  the  following  definition  of 
partnership: 
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''Commissioner  vs.  Tower,  327  U.  S.  280  at 
286,  90  Law  Ed.  670  at  675,  defines  a  partnership 
as  follows:  'A  partnership  is  generally  said  to  be 
created  when  persons  join  together  their  money, 
goods,  labor,  or  skill  for  the  purpose  of  carrying  on 
a  trade,  profession,  or  business  and  when  there  is 
community  of  interest  in  the  profits  and  losses. 
(Citing  Ward  vs.  Thompson,  22  How  (US)  330, 
333,  334,  16  L.Ed  249-251;  Meehan  v,  Valentine, 
145  US  611,  618,  36  L.  Ed  835,  839,  12  S.  Ct. 
972.)' 

B,  \V,  Graham,  8  BTA  1081,  the  Board  quoted 
from  Chancellor  Kent  the  following  definition:  'A 
contract  of  two  ox  more  competent  persons  to  place 
their  money,  assets,  labor  and  skill  or  some  or  all 
of  them  in  lawful  commerce  or  business,  and  to  di- 
vide the  profits  and  bear  the  losses  in  certain  propor- 
tions."* 
The  Articles  of  Co-partnership  of  the  Trepte  Con- 
struction Co.  (Exhibit  1)  were  made  and  entered  into  in 
good  faith  as  of  the  first  day  of  January,   1942,  by  and 
between  Walter  Trepte  and  Margaret  Trepte,  husband 
and  wife,  and  their  two  sons,  Walter  B.  Trepte  and  Al- 
bert Eugene  Trepte  to  conduct  and  carry  on  the  business 
of  the  Trepte  Construction  Co.  which  had  been  formerly 
carried  on  under  the  name  and  style  of  Walter  Trepte, 
Builder,  doing  commercial  construction,  engineering  con- 
struction, road  work,  and  bridge  construction.  (Tr.  123  ). 
It  was  the  purpose  and  intent  of  all  of  the  parties  at  the 
time  the  co-partnership  was  entered  into  to  form  an  ac- 
tual, real,  valid,  and  bona  fide  co-partnership  for  all  pur- 
poses.   Only  those  members  of  the  family  which  it  was 
considered  would  be  beneficial  to  the  operation  and  con- 
duct of  the  business  were  taken  into  the  co-partnership. 
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and  for  that  reason  the  petitioners'  daughter  was  excluded 
as  a  member  (Tr.  134). 

Prior  to  January  1,  1942,  the  sons  were  merely  em- 
ployees of  their  father,  in  his  business  as  a  contractor  and 
builder,  their  services  could  have  been  terminated  at  any 
time,  they  had  no  investment  in  the  business  and  were 
not  liable  for  any  losses  sustained  by  the  business.  After 
January  1,  1942,  this  situation  was  entirely  changed,  the 
sons  were  co-partners  with  their  father  and  mother,  they 
had  signed  notes  (Exhibits  8  and  9)  which  obligated 
them  to  a  definite  liability,  they  had  agreed  to  share  in 
both  the  profits  and  losses  of  the  business,  and  the  success 
or  failure  of  the  business  fell  upon  them  equally  w^th  the 
other  co-partners.  It  was  through  the  skill  of  the  father, 
Walter  Trepte,  and  his  two  sons,  Walter  B.  Trepte  and 
Albert  Eugene  Trepte,  whom  he  had  educated  and  trained 
in  the  business  from  the  time  they  were  small  boys  until 
they  came  into  the  business  with  him,  that  brought  about 
the  success  of  the  Trepte  Construction  Co. 

All  things  necessary  and  requisite  were  done  pursuant 
to  the  provisions  of  the  Civil  Code  2466  of  the  State  of 
California  to  qualify  as  a  real,  actual,  legal,  valid,  and 
bona  fide  partnership  in  the  County  of  San  Diego,  State 
of  California,  where  the  principal  office  of  the  Company 
is  located  (Exhibit  21). 

The  good  will  and  integrity  of  the  name  TREPTE  in 
the  contracting  and  building  trade  has  continued  for 
nearly  half  a  century,  Walter  Trepte's  father  started  in 
business  in  San  Diego  in  1895  (Tr.  137).  Through  the 
period  of  years  the  Trepte  family  has  done  several  con- 
tracting jobs  for  the  same  corporations  or  persons,  all  of 
which  shows  reliance  and  confidence  in  a  job  satisfactorily 
accomplished  or  done  in  a  proper  and  workmanlike  man- 
ner (Tr.  158). 
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Walter  Trepte  had  a  similar  partnership  with  his 
father  who  was  able  to  build  up  good  will  and  integrity 
and  when  Walter  Trepte  succeeded  his  father  in  the  busi- 
ness, he  was  able  to  retain  it,  and  he  felt  that  the  same 
good  will  and  integrity  could  be  continued  by  taking 
into  the  co-partnership  his  sons.   (Tr.  158). 

In  the  case  of  W.  O.  Culbertson,  Sr.  and  Gladys  Cul- 
bertson  v.  Commissioner  of  Internal  Revenue  1 68  F  (2d) 
979  the  Court  said: 

"Neither  the  Constitution,  the  statutes,  nor  pub- 
lic policy  requires  that  partnerships  between  fathers 
and  sons  be  outlawed  or  discouraged.   The  desire  of 
a  father  in  any  age  or  clime,  with  a  business  that  he 
cherishes  and  a  son  that  he  loves,  to  have  such  son 
with  him  in  his  business  and  to  carry  it  on  when  he 
no  longer  can,  was  not  rendered  an  anathema  by  the 
LUSTHAUS  and  TOWER  cases,  and  aberrations 
from  the  salutary  rules  announced  in  those  cases 
should  not  nov/  do  so." 
To  say  that  Walter  B.   Trepte  and  Albert  Eugene 
Trepte  are  co-partners  with  their  father  and  mother  for 
all  purposes  except  for  Federal  tax  purposes  would  pre- 
clude them  from  obtaining  the  benefit  of  the  fine  reputa- 
tion and  good  will  of  the  family  tradition  of  contractors 
and  builders,  v/hich  was  accomplished  by  their  father  and 
grandfather.    Under  such  circumstances  they  would  be 
required   to  start   anew — all   of  which  is   against   good 
sound  economic  principles. 

The  services  of  the  two  sons  were  valuable  and  vital 
to  the  operations  of  the  co-partnership: 

Walter  B.  Trepte  had  much  to  do  with  the  finances  of 
the  co-partnership  and  as  has  been  shown  by  the  tran- 
script of  record  one  of  the  contracts,  NOY  4205  dated 
July  6,  1940  (Exhibit  K),  before  it  was  completed,  ran 
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into  figures  of  approximately  $22,000,000.00.  He  had 
charge  of  equipment  (Tr.  143),  procured  materials, 
hired  and  fired  workmen,  determined  procedure  in  con- 
nection with  the  co-partnership  that  came  under  his  ob- 
servation, was  looked  upon  by  his  father  as  the  one  upon 
whom  he  could  rely  for  assistance,  he  was  placed  in 
positions  of  confidence  and  trust,  all  of  which  are  a  viral 
and  valuable  elem.ent  in  connection  with  the  conduct  and 
carrying  on  of  a  businsss  the  magnitude  of  the  Trepte 
Construction  Co.  He  was  trained  to  carry  on  the  busi- 
ness if  anything  should  happen  to  his  father  (Tr.  162). 

Albert  Eugene  Trepte  worked  on  several  of  the  jobs 
of  the  co-partnership.  He  delivered,  procured  and  rustled 
material,  v^ent  with  his  father  on  various  jobs  and  dis- 
cussed the  jobs  with  his  father.  He  had  natural  ability  to 
handle  men,  an  interest  in  engineering  and  being  able  to 
obtain  business,  which  is  a  vital  factor  in  the  contracting 
business  (Tr.  132).  His  education  has  been  channeled 
from  early  childhood  to  engage  in  the  construction  busi- 
ness; about  the  middle  of  the  year  1948,  he  completed  a 
tv/o  year  course  in  architectural  engineering  in  California 
State  Polytechnic  College  at  San  Luis  Obispo  (Tr.  106). 
His  education  was  of  course  interrupted  from  February 
28,  1944  to  June  7,  1946  while  he  was  serving  in  the 
armed  forces  of  the  United  States. 

Each  of  the  sons  participated  in  the  control  and  man- 
agement of  the  business.  It  was  the  cooperation  and  co- 
ordination of  the  two  sons  with  their  father  that  brought 
about  the  success  of  the  business  in  obtaining  the  income 
which  was  obtained.  -^' 

During  the  fall  of  1941  the  business  of  Walter  Trepte. 
Builder,  and  his  venture  with  Mr.  M.  H.  Golden,  as  the 
Golden  ij  Trepte  Construction  Company  had  grown 
beyond  all  expectations.    The  time  had  come  when  it  was 
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necessary  for  Walter  Trepte  to  surround  himself  with 
persons  in  whom  he  could  have  implicit  confidence  and 
trust.  His  two  sons,  Walter  B.  and  Albert  Eugene  had 
from  childhood  v/orked  with  their  father,  knew  and  un- 
derstood much  about  his  work,  they  were  the  natural  and 
logical  persons  to  be  associated  with  him.  The  govern- 
ment and  individuals  knew  of  the  integrity  and  ability 
of  both  Mr.  Trepte  and  Mr.  Golden  and  sought  after 
them  to  accept  contracts  for  large  and  difficult  projects 
(Tr.  165). 

The  opinion  of  the  Tax  Court  appears  to  be  partially 
based  on  the  theory  that  Margaret  Trepte,  one  of  the 
petitioners  herein,  did  not  contribute  capital  originating 
with  her;  whereas  it  is  clearly  shov/n  by  the  evidence  that 
Walter  and  Margaret  Trepte  at  the  time  of  their  marriage 
had  no  property  and  were  at  aU  times  since  their  marriage 
residents  of  or  domiciled  in  the  State  of  California,  a  com- 
munity property  state.  Under  these  circumstances  there 
should  be  no  question  regarding  her  contribution  of  capi- 
tal to  the  co-partnership. 

Each  of  the  sons  obtained  by  purchase  his  co-partner- 
ship interest  in  the  Trepte  Construction  Co.  by  signing 
a  binding  obligation  in  the  form  of  a  note  (Exhibits  8 
and  9).  Each  of  the  said  notes  was  dated  January  1, 
1942,  payable  on  demand,  in  the  principal  sum  of  $29,- 
941.17  with  interest  at  the  rate  of  3%  per  annum  pay- 
able to  Walter  and  Margaret  Trepte,  the  petitioners 
herein.  The  sons  had  fully  paid  the  notes  together  with 
interest  by  December  29,  1945.  There  v/as  no  element  of 
gift  involved,  as  the  sons  Vv'Cnt  into  debt  for  their  interest 
in  the  co-partnership  and  through  their  efforts  and  the 
efforts  of  their  father  and  the  coordination  and  coopera- 
tion of  carrying  on  the  business  of  the  Trepte  Construc- 
tion Co.,  they  were  successful  in  discharging  their  obli- 
gations which  they  had  previously  incurred. 
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Before  each  co-partner's  share  of  income  is  determined 
according  to  his  or  her  per  cent  of  ownership  in  the  co- 
partnership there  is  determined  the  value  of  the  services 
rendered  by  each  of  the  respective  co-partners.  The  addi- 
tional share  of  the  income  of  Walter  B.  Trepte  for  services 
rendered  to  the  business  was  around  $4,800.00  a  year, 
whereas  the  additional  services  of  his  father,  Walter 
Trepte,  is  $20,000.00  with  the  exception  of  the  year 
1944  when  he  received  only  $10,000.00  because  business 
had  been  slow,  no  additional  amounts  w^ere  allocated  to 
the  share  of  the  co-partnership  income  to  Margaret  Trepte 
or  Albert  Eugene  Trepte.  (Tr.  80,  131,  132). 

There  is  not  one  iota  of  evidence  throughout  the  entire 
transcript  which  as  much  as  makes  an  indication  that  this 
co-partnership  was  formed  for  the  purpose  of  dividing 
the  family  income,  reducing  or  avoiding  taxes  of  any  kind 
v/hatsoever.  There  was  no  mention  of  income  tax  or  tax 
consequences  in  the  discussions  leading  up  to  the  forma- 
tion of  the  co-partnership  (Tr.  85,  116,  128,  159,  166 
and  167). 

Each  of  the  sons  had  his  independent  retention  of  his 
share  of  the  co-partnership  which  was  only  restricted 
until  the  notes  (Exhibit  8  and  9)  were  fully  paid  and 
each  exercised  his  independent  right  over  his  share  of  the 
profits  as  shown  by  their  drawing  and  capital  accounts, 
and  neither  their  father  nor  their  mother,  attempted  to 
deprive  or  hamper  in  any  way  the  sons'  control  over  their 
share  of  the  profits. 

The  Tax  Court,  in  its  opinion,  stated  "Petitioner  tes- 
tified there  was  a  gradual  change  into  a  partnership"  (Tr. 
49).  This  is  an  erroneous  conclusion,  as  there  was  no 
gradual  change  over  from  Walter  Trepte,  Builder,  to  the 
Trepte  Construction  Co.  Walter  Trepte  testified  that 
the  co-partnership  did  not  immediately  have  nev/  station- 
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cry  printed  or  new  checks,  but  had  a  rubber  stamp  made 
and  overstamped  his  stationery,  checks  and  records  with 
the  "Trepte  Construction  Co."  (Tr.  134).  This  pro- 
cedure is  not  an  unusual  occurrence  and  at  that  particular 
time  stationery  was  exceedingly  difficult  to  obtain. 

All  of  the  community  property,  assets,  property,  and 
business,  subject  to  the  liabilities  of  Walter  Trepte, 
Builder,  used  to  carry  on  the  contracting  and  construction 
business,  was  duly  assigned  to  the  Trepte  Construction 
Co.  at  the  outset  of  the  formation  of  the  co-partnership, 
which  assignment  is  clearly  set  forth  in  Exhibit   1. 

Prior  to  the  formation  of  the  Trepte  Construction  Co., 
Walter  Trepte  had  been  conducting  a  joint  venture  with 
M.  H.  Golden  under  the  name  of  the  Golden  ^  Trepte 
Construction  Company  and  at  the  time  of  entering  into 
the  Articles  of  Co-partnership  dated  January  1,  1942, 
he  duly  assigned  to  the  said  co-partnership  all  of  the  as- 
sets, property  and  business  subject  to  the  liability  which 
he  had  in  the  Golden  8  Trepte  Construction  Company, 
which  was  a  one-half  interest.  His  interest  in  the  Golden 
'(i  Trepte  Construction  Company  was  assignable  as  it 
v/as  not  personal  in  character.  As  authority  for  the  prop- 
osition of  his  assignment  of  his  interest  in  and  to  the 
Golden  xd  Trepte  Construction  Company,  we  refer  to 
the  Iowa  Bridge  Co.  v,  Commiissioner,  29  F  (2d)  Page 
777, 

There  are  numerous  cases  which  sustain  the  petition- 
ers' position  that  a  co-partnership  as  in  this  cas2  mxade, 
entered  into,  and  carried  on  by  the  co-partners  in  good 
faith,  constitutes  a  real,  actual  and  bona  fide  co-partner- 
ship for  all  purposes  and  this  position  is  supported  by  the 
case  of  Thomas  A.  Walsh,  Jr.  v.  Commissioner  of  Inter- 
nal Revenue,— F.  2d — (1948  Federal  Tax  Service,  Pren- 
tice-Hall, Par.  72,635): 
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"The  courts,  in  reliance  upon  the  decisions  of  the 
Supreme  Court,  hold  generally  that  a  good  faith 
partnership  not  designed  for  the  purpose  of  chan- 
neling the  income  of  one  of  the  partners  to  other 
members  of  his  family  is  valid  for  tax  purposes;  and 
that  it  is  not  essential  that  all  members  of  the  part- 
nership shall  have  contributed  services;  it  is  neces- 
sary only  that  each  member  must  in  good  faith  have 
contributed  either  capital  or  services  or  both,  as  de- 
clared in  the  Tower  case,  supra. 

For  some  recent  cases  sustaining  the  validity  of 
family  partnerships  for  tax  purposes  and  reversing 
the  Tax  Court,  see  Kent  v.  Commissioner,  6  Cir., — 
F.  2d — (decided  September  27,  1948) ;  Culbertson 
V.  Commissioner,  5  Cir.,  168  F  2d  979;  Canfield  v. 
-Commissioner,  6  Cir.,  168  F.  2d  907;  Woosley  v. 
Commissioner,  6  Cir.,  168  F  2d  330;  Weizer  v. 
Commxissioner,  6  Cir.,  165  F.  2d  772;  Lawton  v. 
Commissioner,  6  Cir.,  164  F.  2d  380;  Wilson  v. 
Commissioner,  7  Cir.,  161  F.  2d  661;  Durwood  v. 
Commissioner,  8  Cir.,  159  F.  2d  400;  Hartz  v. 
Commissioner,  8  Cir., — F.  2d — (decided  October 
27,  1948)  ;  and  for  appeals  from  district  courts  sus- 
taining family  partnership  contracts  see;  Allen  v. 
Knott,  5  Cir.,  166  F.  2d  798;  Arnold  v.  Schepps, 
5  Cir.,  166  F.  2d  821.  Recent  cases  in  this  court 
affirming  decisions  of  the  Tax  Court  holding  such 
partnerships  invalid  for  tax  purposes  are;  Kohl  v. 
Commissioner,  8  Cir., — F.  2d — ;  Supornick  v. 
Commissioner,  8  Cir.,  150  F.  2d  1 10  ( 33  AFTR 
1507);  and  Doll  V.  Commissioner,  8  Cir.,  149F.2d 
239   (33  AFTR  1264). 

For  the  reasons  stated  above  the  decision  of  the 
Tax  Court  is  reversed." 


n^ 
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There  are  many  facts  in  the  case  of  Walter  J.  Runyon 
V.  Commissioner,  8  TC  350,  which  are  analogous  to  the 
proceedings  in  the  case  before  this  Court. 

The  case  of  William  F.  Fischer  v.  Commissioner,  5  TC 
507,  in  many  respects  bears  a  similarity  to  the  instant 
case. 

Some  of  the  same  problems  arose  in  the  case  of  Ross  B. 
Hammond  v.  J.  W.  Maloney,  Collector  of  Internal  Rev- 
enue, Fed.  Sup. -Vol.  80  No.  1,  212  (DC  Ore.  April  21, 
1948). 

With  the  exception  of  a  different  type  of  enterprise  the 
case  of  W.  O.  Culbertson,  Sr.  and  Gladys  Culbertson  v. 
Comm.issioner  of  Internal  R^evenue,  168  F'  (2d)  979  is 
practically  on  all  fours  with  the  case  now  before  this 
Court.  In  the  Culbertson  case  the  father  sold  an  interest 
to  his  four  sons  who  gave  their  notes  therefor,  which  v/as 
held  to  be  valid,  a  balance  of  Vv^hich  remaining  unpaid  on 
the  notes  was  cancelled  as  a  gift.  Such  amounts  as  were 
paid  on  the  notes  of  the  sons  were  derived  from  their  share 
of  the  profits  in  the  business  of  cattle  raising,  whereas  in 
the  case  now  before  this  Court,  no  part  of  the  notes  of 
the  sons  was  cancelled,  and  interest  was  paid  on  the  said 
notes  which  came  from  their  share  of  the  profits  of  the 
Trepte  Construction  Co.  contracting  and  building  busi- 
ness. In  the  Culbertson  case,  Mr.  W.  O.  Culbertson  gave 
to  his  daughter  an  interest  in  his  own  cattle,  whereas  in 
the  Trepte  case  their  daughter  v/as  excluded  from  the  co- 
partnership, as  it  was  felt  that  she  could  lend  no  benefit 
to  the  co-partnership.  Also,  in  the  Culbertson  case,  the 
business  had  been  carried  on  for  a  period  of  nearly  a  quar- 
ter of  a  century,  whereas  in  the  instant  case,  the  business 
has  been  carried  on  for  nearly  a  half  of  a  century. 

We  submit  that  statements  of  the  Court  in  tlie  Culbert- 
son case  actually  paraphrase  almost  identical  facts  in  the 
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Trepte  case  and  its  conclusions  drawn  are  identical  with 
those  that  must  be  drawn  from  the  evidence  in  the  Trepte 
case,  quoting: 

"It  was  the  purpose  and  intent  of  all  the  parties 
to  form  an  actual,  real,  and  bona  fide  partnership 
between  Culbertson  and  his  four  sons,  with  the  full 
expectation  and  purpose  that  the  boys  would,  in  the 
future,  contribute  their  time  and  services  to  the 
partnership.  We  do  not  consider  that  it  is  illegal, 
income-tax-wise  or  otherwise,  for  a  partnership  to 
be  formed  in  consideration,  or  contemplation,  of 
services  rendered,  or  to  be  rendered,  by  the  partners. 
The  fact  that  the  boys  were  called  into  the  military 
service  by  the  United  States,  as  well  as  the  fact  that 
some  of  them  had  not,  during  the  tax  period,  com- 
pleted their  education  so  as  to  devote  their  full  time 
and  attention  to  the  partnership  is  in  no  wise  indica- 
tive that  the  partnership  was  formed  for  the  purpose 
of  dividing  the  family  income,  or  for  the  purpose  of 
income  tax  savings.  The  failure  by  a  partner  to 
render  service  to  the  partnership  or  to  contribute 
capital  originating  in  him,  is,  after  all,  but  a  circum- 
stance to  be  considered  in  determining  the  reality  or 
actuality  of  an  alleged  family  partnership.  The 
failure  to  do  either  is  not  a  condition  precedent. 

There  is  no  evidence  but  that  the  partnership  was 
entered  into  validly  and  in  good  faith,  '''  '''"  '''  that 
this  partnership  was  entered  into  without  any  idea, 
purpose,  or  thought  of  the  tax  consequences  but 
with  the  idea  of  carrying  on  the  breeding  of  fme 
Herefords  in  the  traditions  of  that  section  of  the 
country.  '•'  "  "^ 

To  conclude  in  this  case  that  the  plan  and  purpose 
of  an  aging  father  to  enlist  the  interest  and  services 
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of  his  four  ranch-reared,  experienced,  and  stalwart 
sons  in  the  carrying  on  of  his  and  his  partner's  life 
work  was  not  for  the  partnership's  benefit  seems  to 
require  the  exaltation  of  suspicion  over  the  realities 
to  an  extent  that  the  exigencies  of  the  times  for  tax 
collection  neither  deserve  nor  demand.  '^  '^  ^^ 

It  seems  that  out  of  the  cases  of  Lusthaus  v.  Com- 
missioner, supra  and  Commissioner  v.  Tower,  supra 
— which  cases  were  properly  decided  on  their  pecu- 
liar facts — a  concept  has  been  born  and  is  carefully 
nurtured  by  the  tax  collecting  agencies  that  no  part- 
nership is  valid — income- tax- wise — between  mem- 
bers of  a  family  unless  the  members  of  the  family 
coming  into  the  partnership  actually  contribute 
money  or  had  actually,  theretofore,  rendered  serv- 
ices. Neither  statute,  common  sense,  nor  impelling 
precedent  requires  the  holding  that  a  partner  must 
contribute  capital  or  render  services. to  the  partner- 
ship prior  to  the  time  that  he  is  taken  into  it. 

These  tests  are  equally  effective  whether  the  capi- 
tal and  the  services  are  presently  contributed  and 
rendered  or  are  later  to  be  contributed  or  to  b:  ren- 
dered. Moreover,  a  partnership  is  formed  to  act  in 
the  future  and  not  in  the  past  and  when  it  is  fully 
expected,  intended,  and  agreed  that  the  incoming 
partner  will  render  services  to  the  partnership,  the 
Government  should  not  be  heard  to  say:  "I  will  not 
recognize  you  as  a  partner  even  though  you  in  good 
faith  entered  into  it.  I  took  you  into  the  Army  to 
fight  a  war  and  you  did  not  perform  services  for  the 
partnership  as  you  had  agreed  to  do.'' 

The  inquiry  as  to  a  family  partnership  for  income 
tax  purposes  m.ust  relate  to  evidence  bearing  on  the 
reality,  the  actuality,  and  the  bona  fides  of  the  trans- 
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action,  or  the  absence  thereof.  Where  the  proof  con- 
clusively shows  that  a  family  partnership  was  en- 
tered into  for  the  benefit  of  the  business  and  not  th.^ 
purpose  of  evading,  avoiding,  or  dividing,  income 
taxes,  it  will  be  deemed  a  partnership  for  income  tax 
purposes  even  as  it  is  recognized  in  the  law  for  all 
other  purposes.  ^"  "  "' 

We  think  that  the  evidence  shows  conclusively 
that  the  partnership  here  was  actual,  real,  bona  fide, 
and  entered  into  for  the  benefit  of  the  partnership, 
with  no  thought  of  income  taxes  and  no  purpose  to 
evade,  divide,  or  defeat  their  collection." 
We  further  submit  that  the  evidence  shows  conclusive- 
ly that  the  co-partnership  was  entered  into  and  carried  on 
in  good  faith,  it  was  actual,  real,  and  bona  fide,  and  en- 
tered into  for  the  benefit  of  the  co-partnership  with  no 
thought  of  income  taxes  and  with  no  purpose  of  dividing 
the  family  income  to  evade,  divide,  6r  defeat  income  taxes. 

Conclusion 

On  the  basis  of  the  law  and  facts,  it  is  submitted  that 
the  petitioners  are  entitled  to  have  their  individual  income 
and  victory  taxes  computed  for  the  years  1942  and  1943 
as  co-partners  of  the  Trepte  Construction  Co.  pursuant 
to  the  Articles  of  Co-partnership,  which  come  within  the 
provisions  of  sections  of  the  Internal  Revenue  Code  as  set 
forth  in  the  Appendix,  and  that  the  decisions  (Tr.  52 
and  53  )  of  the  Tax  Court  of  the  United  States  should 
be  reversed  wherein  it  found  deficiencies  in  income  and 
victory  taxes  for  the  year  1943  against  Walter  Trepte  in 
the  sum  of  $23,183.84  and  against  Margaret  Trepte  in 
the  sum  of  $29,480.82. 

Respectfully  submitted 

GEORGE  H.  STONE 
Wm.  D.  MORRISON 
Counsel  for  Petitioners 
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APPEMDIX 

Internal  Revenue  Code: 

''SEC.  181.  PARTNERSHIP  NOT  TAXABLE. 

Individuals  carrying  on  business  in  partnership  shall 
be  liable  for  income  tax  only  in  their  individual  capa- 
city. 
"SEC  182.  TAX  OF  PARTNERS. 

In  computing  the  net  income  of  each  partner,  he 

shall  include,  whether  or  not  distribution  is  made  to 

him — 
^i      jij      ^< 

(c)    Elis  distributive  share  of  the  ordinary  net  in- 
come or  the  ordinary  net  loss  of  the  partnership,  com- 
puted as  provided  in  section  183  (b). 
"SEC.    183.    COMPUTATION    OF    PARTNER- 
SHIP INCOME. 

(a)  General  Rule, — The  net  income  of  the  part- 
nership shall  be  computed  in  the  same  manner  and  on 
the  same  basis  as  in  the  case  of  an  individual,  except 
as  provided  in  subsections  (b),  (c),  and  (d). 

(b)  Segregation  of  Items. — 

( 1 )  Capital  gains  and  losses. — There  shall  be 
segregated  the  gains  and  losses  from  sales  or  exchanges 
of  capital  assets. 

(2)  Ordinary  net  income  or  loss. — After  ex- 
cluding all  items  of  gain  and  loss  from  sales  or  ex- 
changes of  capital  assets,  there  shall  be  computed — 

(A)  An  ordinary  net  income  which  shall 
consist  of  the  excess  of  the  gross  income  over  the 
deductions;  or 

(B)  An  ordinary  net  loss  which  shall  con- 
sist of  the  excess  of  the  deductions  over  the  gross 
income. 


46  Walter  Tvcpte  and  Margaret  Trepte  vs. 

(c)  Charitable  Contributions. — In  computing  the 
net  income  of  the  partnership  the  so-called  "charitable 
contribution"  deduction  allowed  by  section  23  (o) 
shall  not  be  allowed;  but  each  partner  shall  be  consid- 
ered as  having  made  payment,  within  his  taxable  year, 
of  his  distributive  portion  of  any  contribution  or  gift, 
payment  of  which  was  made  by  the  partnership  within 
its  taxable  year,  of  the  character  which  would  be  al- 
lowed to  the  partnership  as  a  deduction  under  such  S2C- 
tion  if  this  subsection  had  not  been  enacted. 

(d)  Standard  Deduction. — In  computing  the  net 
income  of  the  partnership,  the  standard  deduction  pro- 
vided in  section  23  (aa)  shall  not  be  allowed. 

"SEC.  187.  PARTNERSHIP  RETURNS. 

Every  partnership  shall  make  a  return  for  each  tax- 
able year,  stating  specifically  the  items  of  its  gross  in- 
come and  the  deductions  allowed  by  this  chapter  and 
such  other  information  for  the  purpose  of  carrying  out 
th.:  provisions  of  this  chapter  as  the  Commissioner 
with  the  approval  of  the  Secretary  may  by  regulations 
prescribe,  and  shall  include  in  the  return  the  names  and 
addresses  of  the  individuals  v/ho  would  be  entitled  to 
share  in  the  net  income  if  distributed  and  the  amount 
of  the  distributive  share  of  each  individual.  The  re- 
turn shall  be  sworn  to  by  any  one  of  the  partners. 
"SEC.  3797.  DEFINITIONS. 

(a)  When  used  in  this  title,  where  not  otherwise 
distinctly  expressed  or  manifestly  incompatible  with 

the  intent  thereof — 

-li       ;;:       5ii 

(2)  Partnership  and  partner.  —  The  term 
"partnership"  includes  a  syndicate,  group,  pool,  joint 
venture,  or  other  unincorporated  organization, 
through  or  by  means  of  which  any  business,  financial 
op:ration.  or  venture  is  carried  on,  and  which  is  not. 
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within-  the  meaning  of  this  title,  a  trust  or  estate  or  a 
corporation;  and  the  term  "partner"  includes  a  mem- 
ber in  such  a  syndicate,  group,  pool,  joint  venture,  or 
organization." 
United  States  Treasury  Department  Regulations  III: 

SEC.  29.181-1.  Partnerships.  —  Partnerships  as 
such  are  not  subject  to  the  income  tax  imposed  by 
chapter  1,  but  are  required  to  make  returns  of  income. 
(See  sections  187  and  188).  For  definition  of  what  the 
term  ''partnership"  includes,  see  section  3797(a)  (2), 
"SEC.  29.182-1.  Distributive  share  of  partners. — 
(a)  Each  partner  is  required  to  include  in  his  return 
for  his  taxable  year  within  which  or  w^ith  which  the 
taxable  year  of  the  partnership  ends,  whether  or  not 
distributed: 

( 1  )  As  part  of  his  gains  and  losses  from  sales  or  ex- 
changes of  capital  assets  held  for  not  more  than 
six  months,  his  distributive  share  of  the  gains  and 
losses  of  the  partnership  from  sales  or  exchanges 
of  capital  assets  held  for  not  more  than  six 
months. 

(2)  As  part  of  his  gains  and  losses  from  sales  or  ex- 
changes of  capital  assets  held  for  more  than  six 
months,  his  distributive  share  of  the  gains  and 
losses  of  the  partnership  from  sales  or  exchanges 
of  capital  assets  held  for  more  than  six  months. 

(3)  His  distributive  share  of  the  ordinary  net  income 
or  the  ordinary  net  loss  of  the  partnership,  com- 
puted as  provided  in  section  183  (b) . 

(b)  If  separate  returns  are  made  by  the  husband 
and  wife  domiciled  in  a  community  property  State, 
and  the  husband  only  is  a  member  of  a  partnership,  the 
part  of  his  distributive  share  of  gains  and  losses  from 
sales  or  exchanges  of  capital  assets  or  the  part  of  his 
distributive  share  of  ordinary  net  income  or  ordinary 
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net  loss,  which  is,  or  is  derived  from,  community  prop- 
erty should  be  reported  by  the  husband  and  by  the  wife 
in  equal  proportions.  "  *  '•' 

"SEC.  29.183-1.  Computation  of  partnership  in- 
come.— The  net  income  of  the  partnership  shall  be 
computed  in  the  same  manner  and  on  the  same  basis  as 
the  net  income  of  an  individual,  except  that: 
{  1 )    The  partnership  is  required  to  segregate  its  gains 
and  losses  from  sales  or  exchanges  of  capital  as- 
sets. A  partnership  is  not  allowed  the  benefit  of 
section  117  (e). 
(2)    The  partnership  is  further  required,  after  exclud- 
ing all  items  described  in  paragraph  ( 1 ),  to  com- 
pute (a)  an  ordinary  net  income  which  consists 
of  the  excess  of  the  gross  income  over  the  deduc- 
tions, or  (b)  an  ordinary  net  loss  which  consists 
of  the  excess  of  the  deductions  over  the  gross  in- 
come. "■•'  '^'  "^  Payments  made  to  a  partner  for  serv- 
ices rendered  and  for  interest  on  capital  contribu- 
tions arc  not  deductible  in  computing  the  net  in- 
,come  of  the  partnership,   such  payments  being 
held  to  represent  a  division  of  partnership  profits. 
"SEC.  29.187-1.  Partnership  returns. — Every  part- 
nership shall  make  a  return  of  income,  regardless  of  the 
amount  of  its  net  income  (see  section  3797(a)  (2)  de- 
fining the  term  "partnership").    The  return  shall  be 
on  Form  1065;  shall  state  specifically  the  information 
required  to  be  stated  by  the  return  form;  shall  be  filled 
in  according  to  the  instructions  contained  thereon  or 
issued  with  respect  thereto;  and  shall  be  sworn  to  by 
one  of  the  partners.   Such  return  shall  be  made  for  the 
taxable  year  of  the  partnership,  that  is.  for  its  annual 
accounting  period  (fiscal  year  or  calendar  year,  as  the 
case  may  be),  irrespective  of  the  taxable  years  of  the 
partners.  (See  sections  182  and  183).  *  *  *  *' 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 


No.  12078 
Waltek  Trepte  and  Maegaret  Trepte,  petitioners 

V, 

Commissioner  of  Internal  Revenue,  respondent 


ON  PETITION  FOR  REVIEW  OF  TEE  DECISIONS  OF  THE  TAX 
COURT  OF  THE  UNITED  STATES 


BRIEF  FOR  THE  RESPONDENT 


OPINION  BELOW 


The  findings  of  fact  and  opinion  of  the  Tax  Court 
(R.  29-51)  are  not  officially  reported. 

JURISDICTION 

The  petition  for  review  (R.  54-64)  involves  federal 
income  taxes  for  the  years  1942  and  1943.  On  August 
23, 1946,  the  Commissioner  of  Internal  Revenue  mailed 
to  the  taxpayers  notices  of  deficiency  in  the  total 
amount  of  $52,664.66.  (R.  4,  16.)  Within  90  days 
thereafter  and  on  November  18,  1946,  the  taxpayers 
filed  petitions  with  the  Tax  Court  for  a  redetermination 
of  the  deficiency  under  the  provisions  of  Section  272  of 
the  Internal  Revenue  Code.  (R.  4-14,  16-26).  The 
decision  of  the  Tax  Court  sustaining  the  deficiencies 
were  entered  May  28,  1948.  (R.  52,  53.)  The  case  is 
brought  to  this  Court  by  a  petition  for  review  filed 

(1) 


2 

August  23,  1948  (R.  54-64),  pursuant  to  the  provisions 
of  Section  1141  (a)  of  the  Internal  Revenue  Code,  as 
amended  by  Section  36  of  the  Act  of  June  25,  1948. 

QUESTIONS  PRESENTED 

1.  Did  the  Tax  Court  properly  determine  that  the 
family  partnership  established  between  taxpayers  and 
their  children  was  not  bona  fide  for  federal  revenue 
purposes  ? 

2.  Did  the  Commissioner  properly  determine,  in  the 
alternative,  that  the  attempted  assignment  by  taxpayer 
to  the  partnership  of  his  interest  in  the  joint  venture 
known  as  the  Golden-Trepte  Construction  Company, 
whose  assets  consisted  largely  of  construction  contracts, 
was  ineffective  for  federal  revenue  purposes  ? 


STATUTE  AND  REGULATIONS  INVOLVED 

Internal  Revenue  Code : 


Sec.  22  [as  amended  by  Public  Salary  Tax  Act  of 
1939,  c.  59, 53  Stat.  574,  Sec.  1].  Gross  Income. 

(a)  General  Dejinition. — *^ Gross  income"  in- 
cludes gain,  profits,  and  income  derived  from 
salaries,  wages,  or  compensation  for  personal  serv- 
ice (including  personal  service  as  an  officer  or  em- 
ployee of  a  State,  or  any  political  subdivision 
thereof,  or  any  agency  or  instrumentality  of  any 
one  or  more  of  the  foregoing),  of  whatever  kind 
and  in  whatever  form  paid,  or  from  professions, 
vocations,  trades,  businesses,  commerce,  or  sales, 
or  dealings  in  property,  whether  real  or  personal, 
growing  out  of  the  ownership  or  use  of  or  interest 
in  such  property;  also  from  interest,  rent,  divi- 
dends, securities,  or  the  transaction  of  any  business 
carried  on  for  gain  or  profit,  or  gains  or  profits  and 
income  derived  from  any  source  whatever.  *  ^  * 

(26  U.  S.  C.  1946  ed.,  Sec.  22.) 


Sec.  181.  Partnership  Not  Taxable. 

Individuals  carrying  on  business  in  partnership 
shall  be  liable  for  income  tax  only  in  their  individ- 
ual capacity.    (26  U.  S.  C.  1946  ed.,  Sec.  181.) 

Treasury  Regulations  111,  promulgated  under  the  In- 
ternal Revenue  Code : 

Sec.  29.22  (a)-l.  What  Included  in  Gross  In- 
come.— Gross  income  includes  in  general  compen- 
sation for  personal  and  professional  services,  busi- 
ness income,  profits  from  sales  of  and  dealings  in 
IDroperty,  interest,  rent,  dividends,  and  gains, 
profits,  and  income  derived  from  any  source  what- 
ever, unless  exempt  from  tax  by  law.  (See  sections 
22  (b)  and  116.)  In  general,  income  is  the  gain 
derived  from  capital,  from  labor,  or  from  both 
combined,  ^  *  * 


STATEMENT 

The  facts  as  found  by  the  Tax  Court  are  set  out  as 
follows  (R.  29-46)  : 

Walter  Trepte  (hereinafter  and  sometimes  referred 
to  as  taxpayer)  and  Margaret  Trepte  are  husband  and 
wife  and  have  resided  in  San  Diego,  California,  since 
some  time  prior  to  their  marriage  in  1916.  Neither  tax- 
payer nor  his  wife  had  any  property  prior  to  their  mar- 
riage. All  property  held  by  either  of  them  is  com- 
munity property.  Income  tax  returns  for  the  periods 
here  involved  were  filed  with  the  Collector  of  Internal 
Revenue  for  the  Sixth  District  of  California,  at  Los  An- 
geles.   (R.  29.) 

Taxpayer's  father  started  in  the  construction  busi- 
ness at  San  Diego,  California,  in  1895.  From  1910  to 
1912,  taxpayer  studied  structural  design  at  California 
School  of  Mechanical  Arts,  San  Francisco.  From  1912 
to  1917  he  worked  for  his  father ;  the  last  two  years  of 
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this  period  were  spent  on  a  ranch,  owned  by  his  father, 
in  the  Imperial  Valley.  (R.  29.)  In  1917,  taxpayer's 
father  and  a  partner,  one  Rambo,  were  conducting  tbo 
business.  At  that  time  taxpayer  gave  his  father  a  note 
for  Rambo 's  share  of  the  business,  after  which  taxpayer 
and  his  father  conducted  the  business  as  a  partnership. 
The  note  was  paid  out  of  taxpayer's  share  of  the  earn- 
ings.   (R.  29-30.) 

In  1928,  taxpayer  bought  his  father's  interest  in  that 
partnership.  The  dissolution  was  effected  by  a  prop- 
erty division  and  a  cash  settlement.  Thereafter,  tax- 
payer operated  his  general  contracting  business  under 
the  name  of  ^^ Walter  Trepte  Builder,"  as  a  sole  pro- 
prietorship until  the  date  of  the  creation  of  the  alleged 
partnership  of  Trepte  Construction  Company  on  Janu- 
ary 1,1942.    (R.  30.) 

The  business  of  taxpayer's  father  was  commercial 
and  engineering  contracting.  Taxpayer  continued  in 
this  same  field  after  he  acquired  the  business  in  1928. 
The  work  is  technical  in  that  it  requires  a  knowledge  of 
and  skill  in  construction  engineering,  material  and 
labor  markets  for  the  purpose  of  submitting  bids.  Tax- 
payer's architectural  engineer  education  gave  him  real 
assistance  in  this  phase  of  the  business.    (R.  30.) 

Some  time  prior  to  July  6,  1940,  taxpayer  and  one 
M.  H.  Golden  associated  themselves  as  joint  venturers 
to  operate  as  ^'Golden-Trepte  Construction  Co.,"  (here- 
inafter sometimes  referred  to  as  Golden-Trepte)  for 
the  purpose  of  engaging  in  contracting  work  for  the 
Federal  Government.  Golden-Trepte  obtained  a  large 
contract  from  the  Navy  Department  for  various  types 
of  construction  in  and  around  the  naval  facilities  in  the 
San  Diego  area.  (R.  30-31.)  The  contract  was  signed 
by  taxpayer  and  Golden,  individually,  on  July  6,  1940. 
The  contract  was  approved  by  the  Navy  Department 
on  July  11, 1940.    The  contract,  as  it  originally  existed. 


contemplated  construction  work  in  the  amount  of  ap- 
proximately $3,500,,000.  However,  it  was  extended  to 
cover  projects  which  eventually  had  a  cost  of  about 
$21,000,000.  Under  the  contract,  Golden-Trepte  was 
required  to  obtain  all  material  and  supply  all  labor. 
The  projects  contemplated  by  this  contract  and  exten- 
sions were  completed  in  1944.  Work  was  begun  in  1940. 
This  contract  was  not  obtained  on  bid  but  was  nego- 
tiated at  the  request  of  the  Navy.    (R.  31.) 

While  engaged  on  the  various  projects  under  the 
Navy  contract,  Golden-Trepte  also  undertook  other 
contract  work  for  various  governmental  agencies  and 
private  corporations,  including  one  fuel-depot  project 

^  for  the  Navy  which  was  not  included  in  the  above  con- 
tract. Construction  jobs  were  undertaken  for  Rohr 
Aircraft  Company,  as  agent  for  Defense  Plant  Corpo- 

;  ration,  and  San  Diego  Gas  &  Electric  Company.  The 
fuel-depot  job  and  the  Rohr  Aircraft  job  had  value  of 

:  approximately  $1,750,000.  In  addition  to  these,  the 
Trepte  Construction  Company  also  did  work  for  some 

I  customers,  particularly  the  Ryan  Aircraft  Company. 

!  Taxpayer  had  a  crew  at  Ryan  from  1939  until  the  end 

I  of  the  war.    (R.  31.) 

The  Navy  contract  provided  that  Golden-Trepte 
should  designate  a  construction  superintendent  to  have 
complete    charge    of    all    w^ork    under    the    contract. 

'  (R.  31.)  It  further  provided  that  no  person  shall  be 
assigned  as  superintendent,  chief  engineer,  chief  pur- 
chasing agent,  chief  assistant,  or  similar  position  in  the 
field  organization  or  as  principal  assistant  to  such  per- 

1  sons,  until  the  contracting  officer  shall  approve  the 
qualifications  and  experience  of  the  person  proposed  for 
such  assignment.    The  Rohr  contract  provided  that  the 

I  ''contractor"  (Golden-Trepte)  shall  keep  on  the  job, 
at  all  times,  a  qualified  representative,  satisfactory  to 
the  other  contracting  party.     (R.  31-32.) 


Prior  to  January  1,  1942,  taxpayer  had  between  75 
and  100  employees  in  bis  individual  business.  Golden- 
Trepte  bad  about  1,500  employees  at  the  peak,  which 
was  reached  in  December  1941.  The  foreman  and 
superintendent  and  others  who  had  technical  skills  giv- 
ing them  responsibility  comprised  approximately  10 
to  20  per  cent  of  the  employees  for  both  organizations. 
(R.  32.) 

In  the  summer  of  1941,  the  Navy  contract  was  ex- 
tended to  include  certain  construction  on  San  Clemente 
Island,  about  100  miles  off  the  coast  of  San  Diego. 
Taxpayer  flew  out  to  the  project  about  once  a  week; 
due  to  fog,  it  was  very  hazardous.  On  an  earlier  trip 
the  plane  had  nearly  crashed  and  at  that  time  he  and 
Golden  discussed  what  would  become  of  the  Navy  con- 
tract in  the  event  of  one  or  both  of  their  deaths,  so  tax- 
payer told  Golden  that  he  ^'had  been  considering  having 
his  sons  go  into  partnership"  with  him,  and  that  he 
thought  that  ^^they  should  get  one  formed''  as  soon  as 
they  could  to  carry  on  the  business  if  anything  happened 
to  them.     (R.  32.) 

Taxpayer  discussed  the  desirability  of  a  ^^partner- 
ship" with  his  wife  and  two  sons  on  several  occasions 
and  i3ointed  out  to  them  how  he  had  been  a  **  partner 
with  his  father"  and  showed  them  the  advantage  of 
coming  into  a  ^^  business  which  already  had  an  estab- 
lished name  for  honesty  and  integrity."  The  latter 
part  of  1941,  taxpayer  consulted  an  attorney  about 
drawing  up  a  partnership  agreement,  and  a  written 
*^ partnership  agreement,"  effective  January  1,  1942, 
was  executed,  naming  as  partners  taxpayer,  his  wife 
and  sons,  Walter  B.  Trepte  and  Albert  Eugene  Trepte. 
(R.  33). 

A  certificate  of  doing  business  under  a  fictitious 
name,  dated  May  11,  1942,  was  filed  with  the  State  of 
California.  On  April  18,  1942,  taxpayer  and  his  wife 
executed  an  instrument  entitled  '^Declaration  of  Eman- 


cipation  of  Minor,"  which  purported  to  free  Albert 
Eugene  Trepte  from  all  control  by  his  parents  as  of 
January  1,  1942.  On  April  22,  1947,  after  he  attained 
his  majority,  Albert  executed  an  instrument  purporting 
to  ratify  and  confirm  his  act  in  executing  the  document 
entitled  ^^  Articles  of  Co-Partnership,"  dated  January 
1,1942.    (R.  33.) 

In  the  preamble,  the  Articles  of  Co-Partnership 
recite  as  follows  (R.  33-34)  : 

That,  Whereas,  Wlater  [sic]  Trepte  has  for  some 
tim.e  past  been  conducting  a  general  contracting  busi- 
ness in  the  City  of  San  Diego,  California,  and  also  has 
been  conducting  a  joint  venture  with  M.  H.  Golden 
under  the  name  of  Golden  &  Trepte  Construction  Com- 
pany, and 

Whereas,  said  M.  H.  Golden  and  Walter  Trepte 
in  the  fall  of  1941  agreed  among  themselves  to  each 
form  a  separate  family  partnership  as  of  January 
1,  1942  for  the  ownership,  management  and  opera- 
tion of  their  respective  contracting  business  and 
to  include  in  their  respective  family  partnerships 
the  assets,  accrued  earnings  and  future  earnings 
of  said  Golden  &  Trepte  Construction  Company, 
and 

Whereas,  said  Walter  Trepte  has  conveyed  to  the 
parties  hereto  all  of  his  interest  in  his  contracting 
business  and  his  interest  in  the  assets,  accrued 
earnings  and  future  earnings  of  said  Golen  [sic] 
&  Trepte  Construction  Company,  and  the  parties 
hereto  desire  to  hold  all  of  said  property  as  co- 
partners and  to  operate  said  contracting  business 
as  a  co-partnership. 

The  ''Partnership  Agreement"  provided  (R.  34-35) 
that  taxpayer  and  his  wife  each  have  a  26  per  cent  in- 
terest and  each  of  the  boys  have  a  24  per  cent  interest ; 
that  the  ''company"  shall  have  an  existence  of  20  years 
from  January  1,  1942 ;  also,  the  capital  of  the  partner- 
ship shall  consist  of 
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Office  equipment,  planing  mill  equipment,  trucks, 
machinery,  cash  in  the  bank,  accounts  receivable, 
naval  air  station  job  equity,  being  the  equity  in  the 
partnership  assets  of  Golden  &  Trepte  Construc- 
tion Company,  and  all  other  personal  property  now 
used  by  Walter  Trepte  in  said  business  and  also 
the  good  will  of  said  business  subject  to  all  the 
liabilities  of  said  business  as  of  January  1,  1942, 
which  appear  on  the  books  of  said  Walter  Trepte 
as  of  said  date,  as  follows : 

Assets 

Cash  in  bank $29,197.68 

Accounts  Receivable  48,023.52 

Work  in  Progress 29.06 

Naval  Air  Station  job  equity  * 88,458.88 

Miscellaneous  building  material.  .  .  .  1,846.81 
Fixed  equipment  cost.  .  .   $14,147.12 

Depreciation   3,510.14 

Net    $10,636.98 

Total  Assets $178,192.93 

Liabilities 

Accounts  payable $15,079.36 

Notes  payable  to  banks 35,000.00 

Reserve  for  insurance 612.91 

Reserve  for  social  security  taxes.  .  .  1,145.23 
Reserve   for   North  Island   Equip- 
ment      1,600.54 

Rental  Adjustment 

Total  Liabilities $53,438.04 

Net  Worth    $124,754.89 


*  This  item  consisted  of  petitioner's  interest 
in  money  owed  to  Golden-Trepte  by  the  United 
States  Navy,  for  labor  and  material  furnished 
under  the  contract. 


Each  of  the  sons  executed  and  delivered  to  his  parents 
a  promissory  note  in  the  amount  of  $29,941.17,  the 
*^ purchase  price''  of  their  respective  interests  in  the 
alleged  partnership.  (R.  35.) 

The  agreement  provided  that  taxpayer  should  be 
general  manager  of  the  ^^Partnership."  His  duties  as 
manager  of  the  ^^partnership"  were  substantially  the 
same  as  his  duties  as  sole  owner  of  the  business  before 
January  1, 1942.    (R.  35.) 

Each  ^^ partner"  was  to  share  in  all  profits  and  losses 
to  the  extent  of  the  respective  interest  of  each.  (R.  35.) 
The  agreement  further  provided  as  follows  (R.  36)  : 

After  the  payment  of  salaries  and  certain  allow- 
ances which  shall  be  fixed  from  time  to  time  by 
partners  holding  a  majority  interest  all  profits 
arising  from  the  operation  of  said  partnership 
shall  be  added  to  the  capital  of  said  partnership  so 
long  as  such  a  majority  interest  so  decides  or  in 
the  discretion  of  the  holders  of  a  majority  interest 
may  be  distributed  but  any  distribution  to  the  part- 
ners, Walter  B.  Trepte  and  Albert  Eugene  Trepte, 
will  first  be  applied  upon  the  payment  of  any  out- 
standing balance  of  their  notes  before  distribution 
be  made  to  them  individually. 

The  agreement  provided  that  deposits  to  the  partner- 
ship bank  account  could  be  made  for  the  ^^partnership" 
by  any  ^^ partner"  or  agent  of  the  '^partnership." 
Checks  could  be  drawn  on  any  partnership  account  by 
such  of  the  '^ partners"  and  their  agents  as  were  chosen 
from  time  to  time  by  holders  of  a  majority  interest. 
(R.  36.) 

The  agreement  further  provided  (R.  36-37) : 

No  partner  shall  during  the  continuance  of  the 
partnership  carry  on  any  business  in  competition 
with,  or  be  concerned  or  interested  directly  or  in- 
directly in  the  same  kind  of  business  as  that  carried 
on  by  the  partnership  in  the  County  of  San  Diego, 
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State  of  California,  without  the  consent  in  writing 
of  the  other  parties  hereto,  except  consent  is  hereby 
given  to  Walter  Trepte  to  carry  on  the  business  of 
Golden  &  Trepte  Construction  Company  and  other 
partnerships,  joint  ventures  or  corporations. 

Since  the  time  and  efforts  of  partner  Walter 
Trepte  belong  to  said  family  co-partnership,  and 
since  the  investment  in  the  joint  venture  of  Golden 
&  Trepte  Construction  Company  also  belongs  to 
the  Trepte  Construction  Company,  such  of  his  time 
as  may  be  spent  on  the  joint  ventures  of  Golden  & 
Trepte  Construction  Company  shall  be  considered 
partnership  property  and  the  resulting  earnings 
of  the  Golden  and  Trepte  joint  venture  shall  be 
partnership  earnings. 

That  any  and  all  earnings  from  personal  services 
outside  of  this  family  co-partnership  shall  be  given 
due  consideration  in  allocating  partnership  profits 
and  losses. 

Walter  B.  Trepte,  the  son  of  taxpayers  herein,  and 
one  of  the  alleged  partners,  was  born  in  San  Diego, 
California,  on  November  6,  1918,  and  was  23  years  of 
age  on  January  1,  1942.  He  went  through  high  school, 
and  had  one-half  year  of  college  work  at  California 
State  College.  Prior  to  January  1,  1942,  the  alleged 
date  of  the  partnership,  Walter  was  employed  at  vari- 
ous times  on  his  father's  construction  business.  He  so 
worked  in  the  summers  of  1935  and  1936,  the  fall  of 
1938,  the  entire  year  of  1939,  and  from  July  of  1940.  In 
1935  and  1936,  he  worked  as  a  truck  driver.  In  1938, 
he  did  clerical  work  as  assistant  to  the  bookkeeper  and 
timekeeper.  For  the  remainder  of  1940,  he  was  em- 
ployed by  Golden-Trepte  in  the  timekeeping  office  at 
the  naval  facility  at  North  Island.  He  remained  in 
this  position  until  June  1941,  when  he  went  to  the  job 
at  the  Naval  fuel  depot,  for  Golden-Trepte.  (R.  37). 
At  the  fuel  depot  he  was  in  charge  of  personnel  and 
timekeeping,   did  some  bookkeeping  and  certain  se- 
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curity  work.  (R.  37-38.)  He  hired  and  fired  employees 
on  the  autliority  of  Trepte  or  Golden.  Certain  em- 
ployees, those  on  an  hourly  or  day-to-day  basis,  he  hired 
or  fired  as  the  need  for  their  services  rose  or  fell.  From 
1935  through  1941,  he  was  carried  on  the  pay  rolls  as 
an  employee.  His  compensation  ranged  from  $15  per 
week  in  the  beginning  to  $35  per  week  in  1941  when  he 
worked  for  Golden-Trepte.    (R.  38.) 

After  the  formation  of  the  ^^partnership"  on  Janu- 
ary 1,  1942,  Walter  B.  Trepte  worked  for  Golden- 
Trepte  at  the  fuel  depot.  In  June  or  July  he  went  to 
the  Golden-Trepte  job  at  Rohr  Aircraft  Corporation, 
and  in  October  or  November  he  went  back  to  the  Golden- 
Trepte  job  at  the  Naval  Air  Station,  where  he  remained 
until  the  completion  of  the  contract  in  October  or  No- 
vember of  1943.  From  October  or  November  1943, 
until  the  middle  of  1944,  he  worked  for  the  ^'partner- 
ship" at  Rohr  Aircraft,  and  following  that  he  worked 
about  four  months  at  the  Naval  Air  Station  for 
Golden-Trepte.  Since  that  time  he  has  worked  on 
Trepte  Construction  Company  projects.  Prior  to 
January  1,  1942,  Walter  B.  Trepte  had  never  assem- 
bled the  data  necessary  to  prepare  a  bid  for  construc- 
tion work,  though  he  did  help  taxpayer  and  estimators 
employed  by  taxpayer  to  do  so.  Between  January  1, 
1942,  and  December  31,  1943,  he  assisted  in  the  same 
manner.  The  work  Walter  B.  Trepte  performed  prior 
to  January  1,  1942,  was  done  under  taxpayer's  super- 
vision. (R.  38.)  Much  of  the  work  after  that  date  up 
to  December  31, 1943,  was  also  under  taxpayer's  super- 
vision. (R.  38-39.)  Some  of  the  work  performed  dur- 
ing this  period  was  approved  by  the  '^  officer  in  charge 
of  the  Navy."  From  January  1,  1942,  on,  he  was  paid 
a  regular  salary  of  $55  per  week  by  Trepte  Construc- 
tion Company.  He  received  extra  remuneration  from 
Rohr  Aircraft  job  which  was  put  into  the  '^ partner- 
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ship."  For  the  years  1943,  1944,  1945  and  1946,  year- 
end  bookkeeping  entries  were  made  on  books  of  Trepte 
Construction  Company,  purporting  to  adjust  Walter  B. 
Trepte 's  salary  to  a  basis  of  $4,800  per  year.    (R.  39.) 

A  drawing  account  was  set  up  in  the  books  of  the 
'' partnership''  for  Walter  B.  Trepte.  His  salary  was 
charged  to  it  and  also  certain  other  personal  expenses, 
payments  made  on  the  note  held  by  his  parents,  and  all 
withdrawals  for  payments  of  federal  and  state  income 
taxes.  He  also  had  a  ^^ capital  account"  in  the  books 
to  which  was  credited  his  purported  original  24  per  cent 
interest  and  a  like  proportion  of  the  subsequent  profits 
from  the  ^' partnership"  for  each  year.  He  has  seen 
his  drawing  and  capital  accounts  each  year,  but  his 
examination  was  cursory  and  for  his  own  information. 
He  is  not  an  accountant  though  he  does  understand 
something  about  the  theory  of  accounting.     (R.  39.) 

Walter  B.  Trepte  was  authorized  by  the  majority- 
interest  partners  to  sign  checks  on  the  accounts  of  the 
Trepte  Construction  Company  as  provided  in  the  al- 
leged partnership  agreement  and  did  sign  them. 
(R.  39.)  He  also  signed  checks  on  his  father's  account 
while  the  business  was  under  the  name  of  Walter 
Trepte,  Builder.  (R.  39-40.)  Other  persons  also  had 
authority  to  sign  checks  for  Trepte  Construction  Com- 
pany.   (R.40.) 

All  payments  made  by  Walter  B.  Trepte  on  his  note, 
held  by  his  parents,  and  all  payments  for  federal  and 
state  income  taxes  were  made  from  profits  of  the  busi- 
ness of  Trepte  Construction  Company.     (R.  40.) 

The  construction  business  requires  one's  having 
knowledge  and  experience  in  order  to  make  bids  for 
jobs,  and  prior  to  1942  taxpayer  was  the  only  one  quali- 
fied to  do  this  work,  though  he  hired  estimators  who 
prepared  estimates  which  were  ultimately  approved 
or  disapproved  by  him.    After  1942,  the  same  has  gen- 
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erally  been  true,  although  since  1941  all  or  most  of  the 
construction  work  performed  by  Walter  Trepte, 
Builder,  has  been  on  government  contract.  Walter  B. 
Trepte  had  no  inclination  toward  that  technical  end  of 
the  business.    (R.  40.  ) 

Albert  Eugene  Trepte,  son  of  taxpayers  herein  and 
one  of  the  alleged  partners  in  Trepte  Construction 
Company,  was  born  September  8,  1925.  He  was  16 
years  of  age  on  the  date  of  creation  of  the  alleged 
partnership.  He  worked  for  his  father  in  the  construc- 
tion business  in  the  summer  of  1941  at  the  Naval  fuel 
depot  as  crewman  on  a  small  craft  and  on  a  pile  driver. 
In  the  summer  of  1942,  he  worked  on  the  Ryan  Aircraft 
Company  job  as  an  assistant  carpenter.  On  the  fuel- 
depot  job  he  received  75  cents  per  hour  and  85  cents 
per  hour  on  the  Ryan  job.  He  went  to  summer  school 
in  1943.  (R.40.)  On  February  28, 1944,  he  was  drafted 
into  the  United  States  Navy  and  was  discharged  June 
7,  1946.  (R.  40-41.)  During  part  of  1946,  he  worked 
^^down  there  in  a  capacity  of  rustling  material."  In 
1947,  he  worked  in  the  office  taking  care  of  bills.  In 
September  1946,  he  entered  on  a  course  of  study  in 
architectural  engineering  at  California  State  Poly- 
technic College  at  San  Luis  Obispo.  This  is  a  two-year 
course.    (R.  41.) 

The  note  given  by  Albert  Eugene  Trepte  for  his  al- 
leged interest  in  the  Trepte  Construction  Company  was 
paid  from  profits  of  the  business.  The  ^* Company" 
paid  for  his  personal  needs,  including  clothing,  recre- 
ation, tuition,  school,  expenses.  It  also  paid  his  federal 
and  state  individual  income  taxes.  All  of  these  items 
were  charged  against  a  drawing  account  in  his  name  on 
the  books  of  Trepte  Construction  Company.     (R.  41.) 

In  1942,  1943,  1945  and  1946,  taxpayer  drew  $20,000 
per  year  as  salary  from  the  alleged  partnership.     In 
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1944,  due  to  decreased  business,  he  drew  $10,000. 
(R.  41.) 

Taxpayer  was  reasonably  familiar  with  the  various 
revenue  bills  of  1940,  1941  and  1942.  He  was  reason- 
ably familiar,  from  previous  experience,  with  the 
amount  of  tax  he  would  have  to  pay  on  his  profits.  He 
had  a  certified  public  accountant  audit  his  books  and 
prepare  returns  before  the  *^ partnership"  and  the  same 
person  performed  similar  work  after  the  date  of  the 
creation  of  the  alleged  partnership.     (R.  41.) 

The  books  (Account  No.  293)  of  Trepte  Construction 
Company  show  the  following  as  to  withdrawals  by  Wal- 
ter B.  Trepte  (R.  41-42)  : 

Checks        Checks 
Collector     Franchise    drawn  to    drawn  for 
Note  and     of  Internal   Tax  Com-   Walter  B.    Walter  B. 

Year                    Interest        Revenue       mission        Trepte        Trepte  Total 

1942** S495.00  $495.00 

1943*** Sll, 554. 74  $14,036.58   $776.39  2,085.00    $10.30  28,463.01 

1944 10,802.38   6,682.24    446.88  7,55  17,939.05 

1945 10,500.00   1,740.59    104.38  20.00  12,364.97 

1946 24,827.76    638.46    100.00    591.53  26,157.75 

1947**** 6,727.80    648.21  1,211.11  8,587.12 


Total $32,857.12  $54,014.97  $2,614.32  $2,680.00  $1,840.49  $94,006.90* 

*Total  discrepancy  of  $5,862.37  between  stipulation  and  amount  shown  in  capital 
account  not  explained.     Discrepancies  appear  in  years  1942-3-4-5-6. 
**The  date  of  the  first  withdrawal  recorded  on  the  books  was  Nov.  2,  1942. 
***First  entry  other  than  $55.00  salary  payment — March  19,  1943. 
****Last  entry   included   here— Sept.   26,    1947. 


The  books  of  Trepte  Construction  Company  show  the 
following  as  to  ^^capital  of  Walter  B.  Trepte"  (R.  43)  : 


I 


Date 

Mar. 

31, 

1943 

Mar. 

31, 

1943 

Sept 

18, 

1943 

Feb. 

16, 

1944 

Feb. 

16, 

1944 

Dec. 

30, 

1944 

Dec. 

30. 

1944 

Dec. 

31, 

1945 

Dec. 

31, 

1945 

Dec. 

31, 

1946 

Descriptive  Particulars                   Debits  Credits          Balance 

Transfers  of   capital   from   Walter 

Trepte $28,941 .  17  $28,941 .  17 

Profit  and  Loss  1942 29,665.07     58,606.24 

Adj.  error  in  previous  entry  record- 
ing share  purchased  from  Walter 

Trepte 1,000.00     59,606.24 

Closing  1943  entries $26,877.05  

Closing  1943  entries 23,664.00     56,393.19 

Walter  B.  Trepte  withdrawals 17,843.71  

Profit  and  Loss  1 944  Distribution 8 ,  336 .  56     46 ,  886 .  04 

Walter  li.  Trepte  withdrawals 10 ,472 .  65  

Profit  and  Loss  1945  Distribution 25,389.29     61 ,802.68 

Walter  B.  Trepte  withdrawals 24,364.00  

Profit  and  Loss  1946  Distribution 25 ,  067 .  35     62 ,  506 .  03 
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!  The  books  (Account  No.  294)  of  Trepte  Construction 

Company  show  the  following  as  to  ^  Svithdrawals  by 
Albert  Eugene  Trepte''  (R.  44)  : 

Checks 
Checks      drawn  for 
Collector     Franchise    drawn  to       Albert 
Note  and     of  Internal    Tax  Com-  Albert  Eu-    Eugene 
Year  Interest        Revenue        mission      gene  Trepte    Trepte  Total 

1943* $11,554.74  $12,413.21       $987.11       $750.00  $5.00  $25,710.06 

1944 10,529.78      5,302.29        346.76  676.88     16,855.71** 

1945 10,463.27  52.23  55.65   10,571.15 

1946 20,110.97        428.77        500.00         186.23     21,225.97 

1947*** 4,800.55        417.13        750.00  44.80       6,012.48 

$32,547.79  $42,679.25  $2,235.42  $2,000.00      $912.91  $80,375.37 
*First  entry  recorded  on  the  books — March  27,  1943. 
**$209  unexplained  discrepancy  between  stipulation  and  amount  shown  in  capital 

account. 
***Last  entry  included  here — September  3,  1947. 

The  books  of  Trepte  Construction  Company  show  the 
following  as  to  ^^ capital  of  Albert  Eugene  Trepte" 
(R.  45) : 

Date                     Descriptive  Particulars                 Debits  Credits         Balance 

Mar.  31,  1943      Transfer    of    capital    from    Walter 

Trepte $28,941 .  17  $28,941 .  17 

Mar.  31,  1943      Profit  and  Loss— 1942 29,665.07     58,606.24 

Sept.  18,  1943  Adj.  error  in  previous  entry  record- 
ing share  purchased  from  Walter 

Trepte 1,000.00     59,606.24 

Feb.    16,  1944      Closing  1943  Entries $25,710.06   

Feb.    16,  1944      Closing  1943  Entries 23,664.00     57,560. 18 

Dec.  30,  1944      Albert  Eugene  Trepte  withdrawals .      16 ,  646 .  71    

Dec.  30,  1944      Profit  and  Loss  1944  Distribution 8,336.56     49,250.03 

Dec.  31,  1945      Albert  Eugene  Trepte  withdrawals.      10,571 .  15   

Dec.  31,  1945      Profit  and  Loss  1945  Distribution 25,389.28     64,068.16 

Dec.  31,  1946      Albert  Eugene  Trepte  withdrawals .     21 ,  225 .  97   

Dec.  31,  1946      Profit  and  Loss  1946  Distribution 25,067.35     67,909.54 

Partnership  returns  of  income  filed  with  the  Col- 
lector of  Internal  Revenue  for  the  Trepte  Construction 
Company  showed  the  following  in  schedule  J  (R.  46)  : 

1942  1943 

Ordinary      Long  Term  Ordinary      Long  Term 

Name                                   Net  Income  Gain  Net  Income  Gain 

Walter  Trepte $60,822.35  $686.93  $44,467.92  $584.05 

Margaret  Trepte 57,054.46  644.37        24,980.04  327.98 

Walter  B.  Trepte 29,529.06  333.49        25,523.78  335.11 

Albert  E.  Trepte 29,009.80  327.63        23,058.26  302.87 

Total $176,415.67     $1,992.42     $118,030.00     $1 ,550.01 
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SUMMARY  OF  ARGUMENT 


The  record  overwhelmingly  supports  the  determina- 
tion of  the  Tax  Court  that  no  valid  partnership  was 
established  between  taxpayers  and  their  children  for 
federal  revenue  purposes.  The  sons  contributed  no  capi- 
tal to  the  business  *' originating"  with  them.  Their  al- 
leged purchase  of  the  business  assets  by  the  execution  of 
notes  to  their  parents,  to  be  satisfied  out  of  the  business 
earnings,  did  not  constitute  a  contribution.  The  assets  of 
the  business  remained  exactly  the  same.  The  services 
rendered  to  the  business  by  the  younger  son,  Albert 
Eugene,  were  obviously  negligible.  Although  the  older 
son  did  work  steadily  for  the  business  before,  during, 
and  after  the  taxable  years  involved,  the  record  fully 
justifies  the  determination  of  the  Tax  Court  that  his 
services  were  largely  clerical,  were  not  'Sital"  and  were 
adequately  compensated  for  by  his  salary.  Moreover, 
taxpayer  continued  to  dominate  the  business  subse- 
quent to  the  formation  of  the  partnership  as  before; 
and  under  the  partnership  agreement  he  exercised  ex- 
tensive control  over  its  assets,  its  profits  and  every 
phase  of  the  business  operations.  This  being  so,  his 
economic  status  remained  in  substance  unchanged. 
Since  the  determination  of  the  Tax  Court  that  the  part- 
nership was  not  bona  fide  for  federal  revenue  purposes 
is  patently  not  clearly  erroneous,  it  may  not  be  dis- 
turbed on  appeal. 

Although  the  Tax  Court  was  not  required  to  reach 
the  second  question,  in  view  of  its  decision  on  the  first, 
it  is  nevertheless  manifest  that  the  Commissioner  prop- 
erly determined  that  taxpayer's  attempted  assignment 
of  his  interest  in  the  Golden-Trepte  joint  venture  con- 
stituted an  assignment  of  his  past  and  future  earnings 
and  was  thus  ineffective  for  federal  revenue  purposes. 
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ARGUMENT 


The  Record  Fully  Supports  the  Determination  of  the  Tax 
Court  That  the  Family  Partnership  Established  by  the  Tax- 
payers and  Their  Children  Is  Not  Bona  Fide  for  Federal 
Revenue  Purposes 

Since  the  principal  issue  presented  on  this  appeal  is 
the  validity  of  a  so-called  family  partnership  for  fed- 
eral income  tax  purposes,  no  extensive  recitation  or 
analysis  of  authorities  is  requisite.  Suffice  it  to  point 
out  that  although  such  partnerships  may  not  be  dis- 
criminated against  as  such,  the  trial  court  is  justified 
in  concluding  that  the  alleged  partnership  lacks  reality 
unless  the  transferee  partner  ' '  invests  capital  originat- 
ing with  her  [him]  or  substantially  contributes  to  the 
control  and  management  of  the  business,  or  otherwise 
performs  vital  additional  services,  or  does  all  of  these 
things."  Commissioner  v.  Tower,  327  U.  S.  280,  290: 
Lusthatis  V.  Commissioner,  327  U.  S.  293.  In  addition, 
other  criteria  may  be  examined  as  bearing  on  the  bona 
fides  of  the  arrangement,  such  as  the  extent  of  control 
which  the  taxpayer  continues  to  exercise  over  the  part- 
nership business,  the  extent  of  profit  distribution  to 
the  transferee  partners,  the  alienability  of  the  part- 
nership interest,  and  the  motives  leading  to  the  forma- 
tion of  the  partnership.  Belcher  v.  Commissioner,  162 
F.  2d  974  (C.  A.  5th),  certiorari  denied,  332  U.  S.  824. 
In  each  case  the  ultimate  objective  is  the  taxation  of 
income  to  those  who  actually  earn  it  or  create  the  right 
to  receive  or  enjoy  it.  The  existence  of  a  capital  con- 
tribution, the  rendition  of  vital  additional  services, 
and  the  genuineness  of  the  family  partnership  arrange- 
ment are  in  every  case  questions  of  fact,  to  be  deter- 
mined by  the  trial  court;  and  its  findings  may  not  be 
disturbed  on  appeal  unless  clearly  erroneous.  Nord- 
ling  V.  Commissioner,  166  F.  2d  703  (C.  A.  9th),  certio- 
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rari  denied,  335  U.  S.  817;  Blalock  v.  Allen,  151  F.  2d 
927  (C.  A.  5th).  An  examination  of  the  evidence  in 
the  instant  case  in  the  light  of  the  standards  set  out 
above  makes  manifest  the  correctness  of  the  lower 
court's  determination. 

The  undisputed  evidence  discloses  that  no  capital 
'^originating"  with  the  transferee  partners  was  in- 
vested in  the  partnership  business.     Taxpayer  had 
operated  his  general  contracting  business,  the  assets  of 
which  were  owned  in  conmiunity  with  his  wife,  as  a 
sole  proprietorship  since  1928.     (R.  30,  65.)     In  the 
latter  part  of  1941  taxpayer  consulted  an  attorney  about 
drawing  up  a  partnership,  and  a  partnership  agree- 
ment was  executed,  the  partnership  consisting  of  the 
taxpayer,  his  wife,  and  his  two  sons,  Walter  B.  Trepte 
and  Albert  Eugene  Trepte.    At  the  time  of  the  forma- 
tion of  the  partnership  the  former  w^as  twenty-three 
years  old  and  the  latter  sixteen.     (R.  66.)     On  April 
18,  1942,  taxpayer  and  his  wdfe  executed  a  ''Declara- 
tion of  Emancipation  of  Minor"  providing  for  the 
emancipation  of  Albert  Eugene  Trepte  from  the  dis- 
abilities of  minority  as  of  January  1,  1942.     (R.  67.) 
Under  the  partnership  agreement  taxpayer  and  his 
wife  each  retained  a  26  percent  interest  in  the  business 
and  each  of  their  sons  obtained  a  24  percent  interest. 
(Ex.  1,  p.  3.)     The  sons  purportedly  "paid  for"  their 
respective  interests  by  executing  promissory  notes  in 
the  amounts  of  $29,941.17,  the  alleged  " purchase  price." 
(Ex.  1,  p.  3;  R.  35.)     The  notes  were  to  be  paid  out  of 
the  sons'  shares  of  the  earnings  of  the  business.     (Ex. 
1,  p.  3;  R.  36.)     No  argument  is  requisite  to  demon- 
strate that  no  new  capital  was  required  or  obtained  by 
taxpayer  as  a  consequence  of  this  arrangement.     The 
assets  of  the  business  remained  exactly  the  same.    In- 
deed, in  this  respect,  the  case  is  almost  on  all  fours  with 
the  Lusthaus  case,  supra,  where  the  wife  similarly 
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signed  notes  and  subsequently  paid  them  off  out  of  the 
earnings  of  the  business.  The  Supreme  Court  held 
there  that  the  wife  did  not  contribute  capital ' '  originat- 
ing'' with  her.  The  contention  of  the  taxpayer  that  his 
sons  contributed  capital  originating  with  them  by  vir- 
tue of  their  execution  of  promissory  notes  for  the  '^pur- 
chase'' of  the  assets,  and  the  satisfaction  of  the  notes 
out  of  the  business  earnings  is  similarly  inconsistent 
with  this  Court's  recent  decision  in  Nordling  v.  Com- 
missioner, supra. 

It  is  equally  manifest  that^  as  the  Tax  Court  found 
(R.  48),  neither  son  rendered  vital  additional  services 
to  the  business.  The  most  cursory  analysis  of  the  record 
suffices  to  demonstrate  that  the  services  rendered  by 
Albert  Eugene  Trepte,  who  was  sixteen  years  old  at  the 
time  of  the  formation  of  the  partnership,  were  neg- 
ligible. Prior  to  the  formation  of  the  partnership, 
Albert  Eugene  Trepte  had  worked  for  the  taxpayer 
during  the  summer  of  1941  as  a  cre^Tnan  on  a  small 
craft,  receiving  as  compensation  75  cents  an  hour.  Sub- 
sequent to  the  formation  of  the  partnership  he  worked 
for  taxpayer  during  the  summer  of  1942  as  an  assistant 
carpenter,  receiving  the  sum  of  85  cents  an  hour.  (R. 
104-105,  47.)  He  rendered  no  services  during  1943, 
entered  the  United  States  Navy  in  1944,  and  was  not 
discharged  until  1946.  (R.  103.)  Shortly  thereafter 
he  entered  college.  (R.  106.)  It  is  not  easy  to  under- 
stand how  it  can  seriously  be  contended  that  any  por- 
tion of  the  partnership  earnings  was  attributable  to  a 
contribution  of  capital  or  services  by  Albert  Eugene 
Trepte. 

As  for  Walter  B.  Trepte,  though  it  be  true  that  he 
did  work  regularly  for  the  taxpayer,  the  Tax  Court 
was  nevertheless  justified  in  its  determination  that  his 
services  were  not  vital;  that  they  were  largely  of  a 
clerical  nature ;  and  that  they  were  in  essence  the  serv- 
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ices  not  of  a  partner  but  of  an  employee,  for  which 
Walter  was  adequately  compensated.  (R.  48.)  At  the 
outset,  it  should  be  noted  that  the  taxpayer's  business 
consisted  of  the  construction  of  buildings,  factories, 
w^arehouses,  bridges,  roads,  et  cetera,  and  involved  mil- 
lions of  dollars  of  contracts.  (R.  127,  137-138.)  The 
operation  of  the  business  required  a  knowledge  of  and 
skill  in  engineering  and  construction  engineering,  ma- 
terials, labor  markets,  prices,  et  cetera.  (R.  138.) 
Although  taxpayer  himself  had  studied  structural 
designing  for  tw^o  years  as  a  young  man,  and  this  edu- 
cation was  of  great  assistance  to  him  (R.  121-122), 
Walter  B.  Trepte's  education  in  the  field  of  engineer- 
ing and  construction  consisted  of  his  starting  an  eco- 
nomics course  during  his  one.  term  of  college  (R.  75, 
154).  In  fact,  taxpayer's  wife,  Margaret  Trepte,  testi- 
fied that  taxpayer  was  the  only  one  among  the  four  who 
at  the  time  of  the  formation  of  the  partnership  had  the 
necessary  education,  training  and  skill,  technically 
and  otherwise,  to  carry  on  the  business  (R.  118),  and 
this  w^as  confirmed  by  the  testimony  of  Walter  B. 
Trepte  himself  (R.  94-95).  It  seems  clear  from  the 
record  that  Walter  B.  Trepte  had  no  particular  incli- 
nation toward  or  interest  in  the  technical  aspects  of 
the  business  (R.  153-154,  40),  and  yet  it  is  difficult 
to  conceive  of  a  business  which  requires  more  in  the 
way  of  technical  training  and  interest  than  taxpayer's 
business.  Prior  to  January  1,  1942,  Walter  B.  Trepte 
was  employed  in  taxpayer's  construction  business  dur- 
ing the  summers  of  1935  and  1936,  the  fall  of  1938,  the 
entire  year  of  1939,  and  the  latter  half  of  1940.  (R. 
37,  76.)  In  1935  and  1936  he  worked  as  a  truck  driver, 
did  clerical  work  as  an  assistant  to  the  bookkeeper  and 
timekeeper  in  1938,  and  w^as  employed  by  the  Golden- 
Trepte  joint  venture  in  the  time  keeper's  office  in  1940. 
(R.  76.)     In  1941  he  was  in  charge  of  personnel  and 
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time  keeping  and  did  some  bookkeeping  and  security 
work  for  Golden-Trepte.  (R.  77.)  With  the  exception 
of  the  hourly  and  daily  workers,  however,  his  hiring 
and  firing  of  personnel  was  done  strictly  under  the 
authority  of  his  father  and  Golden.  (R.  101-102.) 
During  this  period  he  was  compensated  at  a  rate  begin- 
ning $15  a  week  and  reached  $35  per  week  in  1911.  (R. 
38,  78.)  After  January  1, 1942,  the  effective  date  of  the 
alleged  ^^partnership'',  he  continued  to  work  for 
Golden-Trepte  and  remained  in  the  employ  of  Golden- 
Trepte  during  the  greater  part  of  the  period  from 
January  1,  1942,  until  October  or  November,  1943. 
(R.  78-79,  38.)  Thus  during  the  greater  part  of  the 
taxable  years  involved,  1942  and  1943,  Walter  B.  Trepte 
did  not  work  directly  for  the  partnership.  Prom  Octo- 
ber or  November,  1943,  he  worked  for  the  partnership 
until  the  middle  of  1944.  Subsequently  he  worked  for 
Golden-Trepte  for  four  months,  and  has  since  worked 
for  the  partnership.  (R.  79.)  Any  hiring  or  firing  of 
employees  subsequent  to  the  formation  of  the  part- 
nership, with  the  exception  of  the  hourly  and  daily 
workers,  was  also  carried  out  only  after  discussion  w^th 
his  father.  (R.  102,  38.)  After  the  formation  of  the 
partnership,  Walter  B.  Trepte 's  other  duties  were  also 
largely  under  the  direction  and  supervision  of  the  tax- 
payer. (R.  143,  39.)  Neither  before  nor  after  the 
formation  of  the  partnership  did  Walter  B.  Trepte  him- 
self ever  assemble  the  data  necessary  for  the  prepara- 
tion and  submission  of  a  bid  to  the  Government  or  any- 
one else.  The  testimony  was  somewhat  vague  in  this 
respect,  indicating  that  he  had  helped  the  estimators. 
(R.  38,  156-157.) 

Thus  it  appears  that  the  trial  court's  findings  that 
the  duties  of  Walter  B.  Trepte  were  not  ^' vital"  and 
were  adequately  compensated  for  by  the  payment  of 
salary  are  supported  by  the  record.    There  is  entirely 
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lacking  here  that  ^*  mutual  investment  of  capital  and 
services"  necessary  for  the  effective  creation  of  a 
family  partnership  for  federal  revenue  purposes. 
Mead  v.  Commissioner,  131  F.  2d  323,  324  (C.  A.  5th), 
certiorari  denied,  318  U.  S.  777. 

Taxpayer  concedes  that  the  sons  were  merely  em- 
ployees of  their  father  up  until  January  1,  1942,  but 
argues  that  this  was  changed  after  they  signed  promis- 
sory notes  and  agreed  to  share  the  losses  and  profits. 
(Br.  34.)  It  is  hardly  necessary  to  note  the  unrealistic 
nature  of  this  contention.  There  is  nothing  in  the  rec- 
ord to  indicate  that  the  sons  had  any  property  apart 
from  their  salaries  from  the  business.  This  being  so, 
their  assumption  of  liability  would  appear  to  be  highly 
fictional.  Taxpayer's  further  statements  (Br.  34,  35) 
that  it  was  the  skill  of  the  father,  and  his  two  sons  ^'that 
brought  about  the  success  of  the  Trepte  Construction 
Co."  and  that  ''the  services  of  the  two  sons  were  valu- 
able and  vital  to  the  operations"  border  on  the  ridicu- 
lous. The  business  involved  millions  of  dollars  at  the 
time  of  the  formation  of  the  partnership.  There  is  not 
an  iota  of  evidence  to  indicate  that  the  business  was 
increased  by  virtue  of  the  sons'  activities.  Neither  son 
brought  any  new  capital  into  the  business.  The  younger 
son  worked  for  taxpayer  only  a  few  months  in  total 
during  the  taxable  years.  The  older  son  never  assumed 
a  vital  role  in  the  conduct  of  the  business,  nor  was  he 
equipped  to  do  so.  As  might  be  expected,  taxpayer 
attempted  at  the  trial,  and  attempts  on  appeal,  to  exalt 
the  duties  of  his  older  son  to  a  status  of  more  influence 
and  dignity  than  they  warrant.  Taxpayer,  in  effect, 
argues  as  if  this  Court  were  free  to  draw  its  own  infer- 
ences, without  regard  to  the  findings  of  the  Tax  Court. 
The  courts  have  been  in  unanimous  agreement  with  the 
proposition  reiterated  in  Eisenberg  v.  Commissioner, 
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161  F.  2d  506  (C.  A.  3d),  certiorari  denied,  332  U.  S. 
767,  as  follows  (p.  510)  : 

Little  can  be  accomplished  toward  ultimate 
determination  of  the  tax  responsibility,  at  least 
in  this  class  of  cases,  by  ferreting  out  analogous 
parts  of  other  cases,  particularly  since  ''no  one 
fact  is  decisive".  It  is  well-settled  that  the  Tax 
Court's  determination,  if  supported  by  the  facts, 
is  conclusive.  That  we  would  not  be  inclined  to 
draw  the  same  conclusions  or  make  the  same  infer- 
ences is  of  no  significance  whatever. 

Apart  from  the  failure  of  the  taxpayer's  sons  to  con- 
tribute either  capital  or  vital  services,  an  examination 
of  the  other  evidence  in  this  case  gives  cumulative  proof 
of  the  lack  of  reality  in  the  purported  partnershix3. 
The  record  demonstrates  that  taxpayer  continued  to 
control  the  business  operations,  its  assets  and  profits, 
after  the  formation  of  the  partnership  as  well  as  before. 
Under  the  partnership  agreement  (Ex.  1,  p.  3),  tax- 
payer was  made  the  general  manager  of  the  business. 
A  reading  of  the  record  in  its  entirety  discloses  that  tax- 
payer continued  to  dominate  the  business  subsequent  to 
the  partnership  agreement,  as  he  had  prior  thereto. 
Taxpayer  testified  that  he  carried  on  his  business  before 
and  after  the  formation  of  the  partnership  in  the  same 
way.  (R.  165.)  Most  important,  however,  is  the  fact 
that  under  the  partnership  agreement  taxpayer  re- 
tained the  same  absolute  control  of  all  phases  of  the 
business  as  he  had  when  the  business  was  operated  as  a 
sole  proprietorship  and  its  assets  owned  in  comimunity 
by  the  taxpayer  and  his  wife.  The  taxpayer  and  his 
wife  had  each  retained  a  26  percent  interest  in  the  part- 
nership. (Ex.  1,  p.  3.)  Under  the  partnership  agree- 
ment (R.  36)  it  was  provided  that  ''all  profits  arising 
from  the  operation  of  said  partnership  shall  be  added 
to  the  capital  of  said  partnership  so  long  as  such  a 
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majority  interest  so  decides  or  in  the  discretion  of  the 
holders  of  a  majority  interest  may  be  distributed 
*  ^  *."  Thus  taxpayer  and  his  wife  could  absolutely 
preclude  the  distribution  of  any  profits  to  their  two 
sons,  while  at  the  same  time  drawing  from  the  busi- 
ness as  much  as  they  desired  for  themselves  in  salary. 
In  this  connection,  it  should  be  noted  the  taxpayer 
received  $20,000  a  year  salary  during  the  years  1942, 
1943,  1945  and  1946.  (R.  41.)  The  partnership  agree- 
ment further  provided  that  inventories  of  assets  could 
be  certified  only  by  a  partner  delegated  by  partners 
holding  a  majority  interest  (Ex.  1,  p.  4)  ;  that  on  dis- 
solution an  accounting  should  be  taken  which,  when 
signed  by  the  holders  of  the  majority  interest,  would  be 
conclusive  (Ex.  1,  p.  4)  ;  that  checks  could  be  drawn 
only  by  such  partners  and  their  agents  who  were  dele- 
gated by  the  holders  of  a  majority  interest  (Ex.  1,  p. 
5)  ;  that  no  partner  could  become  bail  or  security  for 
any  person  without  the  consent  of  partners  holding  a 
majority  interest  (Ex.  1,  p.  5)  ;  that  no  partner  could, 
without  the  consent  of  the  partners  holding  a  majority 
interest,  loan  any  money  or  property  of  the  partner- 
ship, accept  or  sign  any  bill  of  exchange  or  promissory 
note,  buy  or  contract  to  buy  any  goods  or  merchandise, 
contract  any  debt  on  account  of  the  partnership,  or 
employ  any  of  the  partnership  monies,  or  in  any  man- 
ner pledge  the  security  thereof  (Ex.  1,  p.  5)  ;  and  that 
on  dissolution,  the  value  set  on  the  personal  property 
should  be  that  fixed  by  the  holders  of  the  majority  inter- 
est (Ex.  1,  p.  7).  The  partnership  agreement  also  pro- 
vided for  limited  restrictions  on  alienability,  setting 
forth  that  the  selling  partner  must  first  offer  his  inter- 
est to  the  other  partners,  and  granting  the  other  part- 
ners the  option  to  purchase  the  share  at  the  value  fixed 
under  the  terms  of  the  partnership  agreement  within 
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thirty   days    of   the    determination   of   the    value    as 
provided. 

A  mere  reading  of  the  partnership  agreement  suffices 
to  demonstrate  that  the  taxpayer  never  parted  with  any 
control  over  the  business,  its  assets  and  the  profits.  In 
view  of  the  taxpayer's  wife's  testimony  that  she  left 
everything  to  her  husband's  best  judgment  (R.  120), 
it  could  not  be  reasonably  anticipated  that  she  would 
refuse  to  accede  to  any  of  his  decisions.  In  short,  tax- 
payer's economic  status  remained  unchanged  despite 
the  formation  of  the  partnership.  Not  only  did  he  con- 
tinue to  earn  the  income,  but  he  continued  to  exercise 
command  over  it.  In  order  that  his  economic  freedom 
might  not  in  any  way  be  abridged,  the  partnership 
agreement,  while  restricting  the  right  of  any  other 
partner  to  engage  in  a  competing  business,  left  tax- 
payer free  to  engage  in  any  business  he  desired.  (Ex. 
1,  pp.  5-6.)  AVere  taxpayer  to  prevail  in  this  case,  the 
consequence  would  be  that  family  heads,  while  continu- 
ing to  enjoy  substantially  the  same  control  and  eco- 
nomic benefits,  could  divide  up  single  tax  earnings  into 
numerous  tax  units  ''by  the  simple  expedient  of  draw- 
ing up  papers."  Commissioner  v.  Tower,  supra,  p. 
291.  Moreover,  it  is  of  significance  to  note  that  during 
the  entire  period  from  1942  to  1946  only  insignificant 
sums  were  withdraw^n  from  the  business  by  taxpayer's 
sons.  Although  the  sum  of  $113,122.27  was  added  to 
the  account  of  Walter  B.  Trepte,  and  $113,122.26  to 
that  of  Albert  Eugene  Trepte  during  this  period,  the 
record  indicates  that  the  most  Walter  B.  Trepte  drew 
for  his  personal  use  was  $4,520.49  over  the  entire  six- 
year  period,  and  Albert  Eugene  Trepte  withdrew 
$2,912.91  over  the  same  period.  Apart  from  the  pay- 
ments on  ''Note  and  Interest",  "Collector  of  Internal 
Revenue",  and  "Franchise  Tax  Commission"  over  the 
six-year  period  $2,680  was  indicated  as  "Checks  drawn 
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to  Walter  B.  Trepte"  and  $1,840.49  as  *' Checks  drawn 
for  Walter  B.  Trepte".  As  for  Albert  Eugene  Trepte, 
$2,000  was  indicated  as  '^  Checks  drawn  to  Albert 
Eugene  Trepte",  and  $912.91  as  '* Checks  drawn  for 
Albert  Eugene  Trepte".     (R.  42-45,  Exs.  13,  14.) 

Also  of  some  significance  is  the  fact  that  although  the 
partnership  was  allegedly  established  as  of  January 
1,  1942,  capital  accounts  w^ere  not  set  up  for  either  son 
until  March  31,  1943.  The  date  first  appearing  on 
Albert  Eugene  Trepte 's  withdrawal  account  was  March 
27, 1943,  and  on  Walter  B.  Trepte 's  withdrawal  account 
was  November  30,  1942.  (R.  42-45,  49.)  Taxpayer 
testified  that  the  transition  from  his  individual  busi- 
ness to  the  partnership  w^as  gradual.  (R.  134.)  On  the 
other  hand,  it  may  easily  be  perceived  that  unless  the 
partnership  was  effectively  created  on  January  1, 
1942,  under  no  view  of  the  facts  could  the  total  income 
earned  subsequently  thereto  constitute  partnership 
income  for  federal  revenue  purposes. 

Finally,  as  the  Tax  Court  observed,  the  following 
paragraph  of  the  partnership  agreement  would  lend 
further  support  to  the  Commissioner's  determination 
that  the  arrangement  between  taxpayer  and  his  family 
was  not  intended  as  a  partnership  in  the  ordinary 
business  sense.  The  paragraph  reads  as  follow^s  (R. 
50,  Ex.  1,  p.  6)  : 

That  any  and  all  earnings  from  personal  serv- 
ices outside  of  this  family  co-partnership  shall  be 
given  due  consideration  in  allocating  partnership 
profits  and  losses. 

Taxpayer  has  argued  that  no  tax  avoidance  scheme 
existed  and  consequently  that  the  partnership  was 
bona  fide.  Tax  avoidance  motives  are  not  susceptible 
of  easy  proof  and  the  record  is  not  conclusive  in  this 
respect.  It  seems  clear  that  taxpayer  was  at  least 
aware  of  the  tax  consequences  of  the  family  partner- 
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ship.  He  testified  that  he  was  aware  that  the  tax  rates 
were  going  up,  that  he  was  reasonably  familiar  with  the 
amount  of  taxes  due  on  the  earnings  of  his  business, 
and  that  the  passage  of  the  two  Revenue  Acts  of  1940 
would  normally  have  come  to  his  attention.  (R.  160- 
161.)  A  reading  of  the  record  at  pages  166-167  demon- 
strates that  the  lower  court  was  not  satisfied  with  tax- 
payer's testimony  as  to  the  tax  considerations  in  the 
formation  of  the  family  partnership.  At  one  point, 
in  answer  to  the  court's  instruction  that  he  state  the 
extent  to  which  he  took  into  consideration  the  matter 
of  dividing  up  income  in  forming  the  partnership,  tax- 
payer testified:  ^'Well,  I  don't  think  we  considered 
it  particularly."  (R.  167.)  On  further  questioning, 
he  stated  that  he  did  not  consider  the  tax  consequences 
at  all.  Taxpayer  stated  that  the  purpose  in  forming 
the  partnership  was  so  that  his  sons  could  ^' carry  on 
in  the  case  of  my  death."  (R.  167.)  Yet  his  wife  had 
testified  that  taxpayer  was  the  only  one  equipped  to 
carry  on  the  business.  (R.  118.)  Also,  taxpayer  him- 
self had  conceded  that  his  younger  son  could  not  carry 
on  the  business.  (R.  156.)  The  record  would  further 
indicate  that  the  older  son  was  neither  educationally 
nor  technically  equipped  to  do  so.  At  any  rate,  the 
existence  of  a  tax  avoidance  motive  is  in  no  sense  deter- 
minative but  ^'simply  lends  further  support  to  the 
inference  *  *  *  that  no  partnership  right  exists." 
Commissioner  v.  Tower,  supra,  p.  289. 

Taxpayer  has  attempted  to  ferret  out  analogous  por- 
tions of  other  partnership  cases  which  have  been  de- 
cided for  taxpayers.  As  previously  indicated,  such 
an  approach  can  avail  little,  since  each  case  is  depend- 
ent upon  its  own  facts  and  the  appellate  court's  func- 
tion is  limited  to  an  inquiry  as  to  whether  the  Tax 
Court's  determination  of  the  bona  fides  of  the  partner- 
ship arrangement  is  clearly  erroneous.    In  placing  his 
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chief  reliance  on  Culhertson  v.  Commissioner,  168  F. 
2d  979  (C.  A.  5tb),  certiorari  granted  December  6, 1948, 
taxpayer  relies  on  what  is  perhaps  the  most  extreme 
decision  rendered  in  recent  years  by  an  appellate  court 
in  the  field  of  family  partnerships.  The  CiMcrtson 
case  is  on  its  face  not  only  inconsistent  with  the  United 
States  Supreme  Court's  holdings  in  the  Tower  and 
Ltisthaus  cases,  and  with  a  legion  of  appellate  decisions 
in  every  Circuit,^  but  marks  a  radical  departure  from 
the  approach  taken  by  the  Court  of  Appeals  for  the 


^  See,  e.g.,  Ninth  Circuit:  Nordling  v.  Commissioner,  166  F.  2d 
703,  certiorari  denied,  335  U.  S.  817;  Quon  v.  Commissioner,  165  F. 
2d  215,  certiorari  denied,  334  U.  S.  845.  Second  Circuit:  Seifert 
V.  Commissioner,  157  F.  2d  719;  Seibert  v.  Commissioner,  156  F. 
2d  227;  Miller  v.  Commissioner,  150  F.  2d  823;  Waldburger  v.  Helver- 
ing,  131  F.  2d  598;  Fletcher  v.  Commissioner,  164  F.  2d  182,  cer- 
tiorari denied,  333  U.  S.  855.  Third  Circuit:  Eisenberg  v.  Com- 
missioner, 161  F.  2d  506,  certiorari  denied,  332  U.  S.  767;  Davis 
V.  Commissioner,  161  F.  2d  361;  Walker  v.  Commissioner,  160  F. 
2d  313;  Lusthaus  v.  Commissioner,  149  F.  2d  232,  affirmed,  327 
U.  S.  293;  Sweigard  v.  Commissioner,  149  F.  2d  646.  Fourth  Cir- 
cuit: Wilson  V.  Commissioner,  161  F.  2d  556,  certiorari  denied, 
332  U.  S.  769;  Mauldin  v.  Commissioner,  155  F.  2d  666;  Hash  v. 
Commissioner,  152  F.  2d  722,  certiorari  denied,  328  U.  S.  838, 
rehearing  denied,  328  U.  S.  879;  Economos  v.  Commissioner,  167  F. 
2d  165,  certiorari  denied,  335  U.  S.  826.  Sixth  Circuit:  Hougland 
V.  Commissioner,  166  F.  2d  815,  certiorari  denied,  334  U.  S.  846; 
Dawson  v.  Commissioner,  163  F.  2d  664;  Lowry  v.  Commissioner, 
154  F.  2d  448,  certiorari  denied,  329  U.  S.  725;  Lorenz  v.  Commis- 
sioner, 148  F.  2d  527,  certiorari  denied,  327  U.  S.  786;  Thorrez  v. 
Commissioner,  155  F.  2d  791;  Camfield  v.  Commissioner,  154  F. 
2d  1016;  Livie  v.  Commissioner,  155  F.  2d  728;  Ewing  v.  Com- 
missioner, 157  F.  2d  679;  DeKorse  v.  Commissioner,  158  F.  2d  801; 
Greenberg  v.  Commissioner,  158  F.  2d  800;  Schreiber  v.  Commis- 
sioner, 160  F.  2d  108;  MacDonald  v.  Commissioner,  165  F.  2d  213; 
Epps  V.  Commissioner,  164  F.  2d  482;  cf.  Weinstein  v.  Commis- 
sioner, 166  F.  2d  81.  Seventh  Circuit:  Appel  v.  Smith,  161  F. 
2d  121;  Tinkoff  v.  Commissioner,  120  F.  2d  564.  Eighth  Circuit: 
Doll  V.  Commissioner,  149  F.  2d  239,  certiorari  denied,  326  U.  S. 
725;  Supornick  v.  Commissioner,  150  F.  2d  110;  Tyson  v.  Com- 
missioner, 146  F.  2d  50.  Tenth  Circuit:  Earp  v.  Jones,  131  F.  2d 
292,  certiorari  denied,  318  U.  S.  764;  Grant  v.  Commissioner,  150  F. 
2d  915;  Bradshaw  v.  Commissioner,  150  F.  2d  918;  Losh  v.  Com- 
missioner, 145  F.  2d  456. 
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Fifth  Circuit  itself.^  Insofar  as  the  decision  in  the 
Culhertson  case  was  premised  on  the  theory  that  a 
^^egaP'  sale  was  consummated,  the  consideration  being 
the  execution  of  notes  to  be  paid  out  of  the  business 
earnings,  the  court  adopted  a  formalistic  approach, 
specifically  rejected  in  the  Liisthatis  case,  and  indeed 
on  its  facts  in  the  teeth  of  the  Lusthaus  case.  Insofar 
as  the  decision  rests  on  the  theory  that  the  partnership 
may  be  effective,  even  though  the  services  are  to  be 
rendered  subsequent  to  the  taxable  years  involved,  the 
Court  overlooked  the  underlying  basis  of  the  Tower 
and  Lusthaus  decisions,  which  is  to  tax  the  income  to 
its  earner.  That  the  alleged  partner  might  some  time 
in  the  future  render  vital  services  has  little  bearing 
on  the  question  as  to  who  was  the  creative  source  of 
the  income  during  the  taxable  years  involved.  Insofar 
as  the  decision  was  premised  on  the  theory  that  the 
contribution  of  service  to  the  United  States  Armed 
Forces  by  one  who  was  not  prior  thereto  a  partner  in 
the  tax  sense  is  sufficient  to  dispense  with  the  require- 
ment of  '^  vital  additional  services",  it  can  be  supported 
by  no  rational  argument;  for  obviously  war  service 
cannot  create  a  partnership  among  private  individuals. 
Insofar  as  the  decision  ignores  the  determination  of  the 
Tax  Court,  which  was  overwhelmingly  supported  by 
the  evidence,  it  was  based  upon  an  apparently  errone- 
ous concept  as  to  the  scope  of  the  appellate  court's 
review.     It  is  undoubtedly  for  these  reasons  that  the 


^  Scherf  v.  Commissioner,  161  F.  2d  495,  certiorari  denied,  332 
U.  S.  810;  Benson  v.  Commissioner,  161  F.  2d  821;  Belcher  v.  Com- 
missioner, 162  F.  2d  974,  certiorari  denied,  332  U.  S.  824;  Mead  v. 
Commissioner,  131  F.  2d  323,  certiorari  denied,  318  U.  S.  777;  Argo 
V.  Commissioner,  150  F.  2d  67,  certiorari  denied,  326  U.  S.  762; 
SeweWs  Estate  v.  Commissioner,  151  F.  2d  806,  certiorari  denied, 
327  U.  S.  805;  Sewell  v.  Commissioner,  151  F.  2d  765,  certiorari 
denied,  327  U.  S.  783;  Dawes  v.  Allen,  157  F.  2d  518;  Blalock  v. 
Allen,  151  F.  2d  927;  Morton  v.  Thomas,  158  F.  2d  574,  certiorari 
denied,  330  U.  S.  834. 
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United  States  Supreme  Court  granted  certiorari  from 
the  decision  in  the  Culbertson  case  on  December  6, 1948. 

II 

Taxpayer's  Attempted  Assignment  to  the  Partnership  of  His 
Interest  in  the  Joint  Venture  Known  as  Golden-Trepte  Con- 
struction Company,  Whose  Assets  Consisted  of  Government 
Construction   Contracts,   Was  Ineffective   for  Tax  Purposes 

The  Commissioner  determined,  not  only  that  the  part- 
nership was  ineffective  for  federal  revenue  purposes, 
but,  alternatively,  that  the  assignment  to  it  by  tax- 
payer of  his  interest  in  the  Golden-Trepte  contracts 
was  ineffective.  Since  the  Tax  Court  decided  for  the 
Commissioner  on  the  first  issue,  it  found  it  unneces- 
sary to  consider  the  second,  the  income  being  taxable  to 
taxpayer  and  his  wife  under  either  theory.  Inasmuch 
as  the  Tax  Court  made  no  determination  of  this  issue, 
and  inasmuch  as  its  decision  on  the  first  issue  is  not 
subject  to  serious  attack  on  appeal,  no  extensive  treat- 
ment of  the  latter  problem  is  here  undertaken.  How- 
ever, the  Commissioner  firmly  believes  in  the  validity 
of  the  alternative  determination.  An  examination  of 
the  various  contracts  demonstrates  that  in  essence  they 
were  cost-plus-fixed-fee  contracts.  (Exs.  K,  L.)  The 
contracts  were  signed  by  no  one  but  taxpayer  and 
Golden.  No  one  was  liable  on  the  contracts  except  tax- 
payer and  Golden.  There  can  be  no  question,  on  the 
record,  but  that  they  were  awarded  on  the  basis  of 
taxpayer's  personal  reputation  for  integrity  and 
competence  as  an  engineer.  The  work  required  the 
personal  service  and  supervision  of  the  contractors. 
Cf .  Wittenberg  v.  Commissioner,  decided  December  13, 
1944  (1944  P-H  T.  C.  Memorandum  Decisions,  par. 
44,293).  The  authority  is  overwhelmingly  to  the  effect 
that  the  attempted  assignment  of  past  or  future  income 
flowing  from  the  personal  skill  and  services  of  the  tax- 
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payer  is  ineffective  for  tax  purposes.  Lucas  v.  Earl^ 
281  U.  S.  Ill ;  Earp  v.  Jones,  131  F.  2d  292  (C.  A.  lOth) , 
certiorari  denied,  318  U.  S.  764;  Burnet  v.  Leininger, 
285  U.  S.  136. 

CONCLUSION 

The  decisions  of  the  Tax  Court  should  be  affirmed. 

Respectfully  submitted, 

Theron  Lamar  Caudle, 
Assistant  Attorney  General, 
Ellis  N.  Slack, 
A.  F.  Prescott, 
SuMXER  M.  Redstone, 
Special  Assistants  to  the  Attorney  General, 

February,  1949. 
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IN  THE  UNITED  STATES  COURT  OF  APPEALS 
FOR  THE  NINTH  CIRCUIT 


No  12078 

WALTER  TREPTE  and  MARGARET  TREPTE, 

Petitioners, 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent, 


ON  PETITION  FOR  REVIEW  OF  THE 

DECISIONS  OF  THE  TAX  COURT 

OF  THE  UNITED  STATES 


BRIEF  FOR  THE  PETITIONERS 


Opinion  of  fhe  Tax  Court 

The  memorandum  findings  of  fact  and  opinion  of 
the  Tax  Court  of  the  United  States  (Tr.  28-51)  are 
not  officially  reported. 

Jurisdiciion 

This  petition  for  review  (Tr.  54-64)  involves  United 
States  income  and  victory  taxes  for  the  calendar  years 
1942  and  1943.  On  August  23,  1946,  the  Commission- 
er of  Internal  Revenue  mailed  to  the  taxpayers  notices 
of  deficiencies  in  the  total  amounts  as  follows: 


Years 

Amount 

Walter  Trepte  .— 

..1942-1943 

$23,183.84   (Tr.     4) 

Margaret  Trepte_. 

.-1942-1943 

$29,480.82    (Tr.    16) 

Within  ninety  days  thereafter  and  on  November  18, 
1946,  the  taxpayers  filed  their  petitions  with  the  Tax 
Court  of  the  United  States  for  a  redetermination  of  those 
deficiencies  under  the  provisions  of  Section  272  of  th: 
Internal  Revenue  Code.  (Tr.  4-26.)  The  decisions  of 
the  Tax  Court  sustaining  the  deficiencies  were  entered 
May  28,  1948.  (Tr.  52,  53.)  The  case  is  brought  to 
this  Court  by  a  petition  for  review  filed  August  23,  1948 
(Tr.  54-64) ,  pursuant  to  the  provisions  of  Sections  1 141 
and  1 142  of  the  Internal  Revenue  Code. 

Questions  Involved 

The  questions  involved  are  the  same  as  set  out  in  Brief 
for  Petitioners,  pages  2  and  3. 

Statement- 
Petitioners  briefly  set  out  herein  the  most  noticeable 
errors  contained  in  the  Summary  of  Argument  and  Argu- 
ment presented  in  the  brief  for  the  Respondent. 

Summary  of  Argument 

THE  SUMMARY  OF  ARGUMENT  OF  RESPOND- 
ENT IN  HIS  BRIEF  IS  SO  ERRONEOUS  WE 
FEEL  IT  IS  NECESSARY  TO  CALL  CERTAIN 
ITEMS  THEREIN  TO  THE  COURT'S  ATTEN- 
TION.  (RESP.  BR.  16.) 

Contrary  to  the  Summary  of  Argument  of  the  Re- 
spondent the  entire  Record  supports  the  contention  of 
the  Petitioners  that  the  Trepte  Construction  Co.  co- 
partnership was  entered  into  and  carried  on  in  good  faith, 
it  was  actual,  real  and  bona  fide,  and  entered  into  for  the 
benefit  of  the  co-partners  with  no  thought  of  income 
taxes  and  with  no  purpose  of  dividing  the  family  income 
to  avoid,  divide  or  defeat  income  taxes. 


Walter  B.  Trepte  worked  diligently  for  his  father, 
Walter  Trepte,  prior  to  January  1,  1942,  the  date  of 
the  formation  of  the  co-partnership  and  worked  steadily 
for  the  co-partnership  during  the  taxable  years  involved 
and  to  date;  whereas,  Albert  Eugene  Trepte  worked  for 
his  father  prior  to  the  formation  of  the  co-partnership, 
January  1,  1942,  but  did  not  work  steadily  for  the  co- 
partnership during  the  taxable  years  involved  or  subse- 
quent thereto,  as  his  services  for  ths  co-partnership  were 
interrupted  while  at  school  and  during  the  period  he  was 
in  the  armed  forces  of  the  United  States. 

In  spite  of  the  fact  that  the  Respondent  constantly 
belittles  the  services  of  the  two  sons,  one  of  the  Petitioners 
herein,  Walter  Trepte,  the  father  of  the  two  sons,  his 
associates,  and  officers  in  the  armed  forces  of  the  United 
States  as  shown  by  the  Record,  were  undoubtedly  in  a 
better  position  to  gauge  or  determine  the  value  of  the 
services  of  each  of  the  sons  than  one  who  is  attempting 
to  do  so  without  actually  seeing  the  vital  and  valuable 
services  which  were  rendered.  And  further  it  is  difficult 
to  understand  why  the  Respondent  should  underrate 
the  services  of  Walter  B.  Trepte  who  was  at  various 
times  Personnel  Manager,  Office  Manager,  representative 
for  the  co-partnership  on  numerous  jobs,  and  assistant 
to  his  father  in  the  operation  of  the  co-partnership.  At 
this  time,  after  more  than  seven  years  have  passed,  the 
said  sons,  Walter  B.  Trepte  and  Albert  Eugene  Trepte, 
are  still  rendering  vital  and  valuable  services  and  each 
taking  his  share  of  the  responsibility  in  the  management 
and  operation  of  the  said  co-partnership  of  which  each 
is  still  a  member.  And  to  state  that  the  services  of  Albert 
Eugene  Trepte  were  negligible  is  grossly  inconsistent 
with  the  Record,  as  the  evidence  shows  that  his  services 
were  vital  and  valuable.   The  responsibility  placed  on 


the  shoulders  of  Albert  Eugene  Trepte  while  serving 
in  the  United  States  Navy  speaks  for  itself  as  to  his 
ability. 

The  Respondent's  Summary  of  Argument  further 
states  that  the  taxpayer,  apparently  meaning  Walter 
Trepte,  dominated  the  business  subsequent  to  the  forma- 
tion of  the  co-partnership  and  exercised  extensive  control 
over  the  profits,  assets,  and  every  phase  of  the  business 
operations  and  his  economic  status  was  unchanged, 
all  of-  which  is  not  in  accord  with  the  facts  as  set  out  in 
the  Record,  and  further.  Respondent  overlooked  the  fact 
that  when  Walter  Trepte's  wife,  Margaret  Trepte  became 
a  co-partner  in  the  business  her  share  of  the  income  from 
and  after  January  1,  1942  was  obtained  from  the  opera- 
tions of  the  co-partnership  instead  of  one-half  of  the 
community  earnings  of  Walter  Trepte. 

The  Respondent  grossly  erred  wherein  he  stated: 
"Since  the  determination  of  the  Tax  Court  that  the  part- 
nership was  not  bona  fide  for  federal  revenue  purposes 
is  patently  not  clearly  erroneous,  it  may  not  be  disturbed 
on  appeal",  as  this  situation  was  changed  by  the  removal 
of  all  traces  of  the  Dobson  decision  (Dobson  v.  Com- 
missioner, 320  U.S.  489,  88  L.  Ed.  248,  64  S.  Ct.  239), 
1949  P-H  Par.  21,820. 

The  last  paragraph  of  the  Summary  of  Argument  of 
the  Respondent  is  definitely  misleading  (Resp.  Br.  16) 
as  the  Tax  Court  merely  stated,  *ln  view  of  our  con- 
clusion it  becomes  unnecessary  to  consider  the  second 
issue."   (R.  51.) 


Argumenf' 

I 

THE  RECORD  DOES  NOT  SUPPORT  IN  ANY 
WAY  THE  DETERMINATION  OF  THE  TAX 
COURT  THAT  THE  FAMILY  CO-PARTNER- 
SHIP ESTABLISHED  BY  THE  TAXPAYERS 
AND  THEIR  CHILDREN  IS  NOT  BONA  FIDE 
FOR  FEDERAL  REVENUE  PURPOSES.  THE 
RECORD  CLEARLY  SUPPORTS  THE  FACT 
THAT  IT  WAS  A  REAL,  ACTUAL,  LEGAL, 
VALID  AND  BONA  FIDE  CO-PARTNERSHIP 
FOR  ALL  PURPOSES. 

Contrary  to  the  statement  of  Respondent,  the  incom- 
ing partners,  Walter  B.  Trepte  and  Albert  Eugene  Trepte, 
each  invested  capital  originating  with  them,  each  ren- 
dered vital  and  valuable  services,  and  each  substantially 
contributed  to  the  control  and  management  of  the  busi- 
ness and  did  all  things  necessary  and  requisite  to  constitute 
a  real,  actual,  legal,  valid  and  bona  fide  co-partnership. 
(Resp.  Br.  17.) 

The  Petitioners  respectfully  submit  that  so  far  as  the 
Commissioner  v.  Tower,  327  U.S.  280,  290;  Lusthaus 
v.  Commissioner,  327  U.S.  293,  are  concerned  all  things 
were  done  to  come  within  a  bona  fide  partnership  under 
rules  set  out  in  these  two  decisions.  The  control  of  the 
co-partnership  business  was  in  the  four  co-partners,  and 
the  profits  were  distributed  to  the  said  co-partners.  The 
alienability  of  the  partnership  interests,  and  the  motives 
leading  to  the  formation  of  the  partnership  were  the 
most  honorable.  It  is  a  fundamental  principle  of  law  that 
a  partnership  agreement  may  provide  for  the  alienability 
of  interest  or  it  may  be  dissolved  by  mutual  consent  or 


an  accounting  had  and  the  business  of  the  partnership 
wound  up.  As  to  the  motives,  there  can  be  none  more 
honorable  than  that  of  a  father  and  a  mother  to  admit 
as  members  of  a  co-partnership  their  sons  as  was  done 
in  this  case.  The  RECORD  shows  that  the  good  will 
and  integrity  of  the  TREPTE  name  in  the  contracting 
and  building  trade  has  continued  for  nearly  half  a  cen- 
tury, which  distinctly  and  definitely  shows  co-operation 
and  co-ordination  in  the  family  unit. 

The  Belcher  v.  Commissioner,  162  F.  2d  974  (C.A. 
5th)  (Decided  7-2-47)  is  not  in  point  with  the  facts 
in  the  instant  case.  In  the  case  cited,  the  family  partner- 
ship consisted  of  Belcher,  his  wife  as  trustee  for  four 
minor  children,  and  individually,  and  the  trusts  were 
created  by  the  taxpayer,  without  contribution  of  capital 
or  services  by  members  of  the  family,  except  the  wife 
who  rendered  only  nominal  services. 

The  Nordling  v.  Commissioner,  166  2d  703  (C.  A. 
9th)  can  readily  be  distinguished  from  the  case  before 
this  Court.  It  was  a  husband  and  wife  partnership  and 
was  not  recognized  for  the  reason  that  the  wife's  interest 
was  purchased  by  her  husband  from  his  brother,  a  re- 
tiring partner.  She  later  contributed  only  nominal  services 
to  the  business. 

As  to  the  Blalock  v.  Allen,  151  P.  2d  927  (C.  A. 
5th)  (Decided  12-3-45),  the  facts  in  this  case  have  no 
similarity  to  the  case  now  before  this  Court.  A.  O. 
Blalock,  the  father,  79  years  of  age,  was  made  senior 
partner  with  no  powers  in  the  partnership  affairs — he 
died  in  1944. 

Both,  the  Nordling  case  and  the  Blalock  case  were 
decided  before  the  Dobson  case  ruling  of  the  Supreme 
Court  in  1943  was  outlawed  by  Section  36,  Public  Law 
773 — 80th  Congress,  2nd  session,  approved  June  25, 


1948,  effective  September  1,  1948.  (Resp.  Br.  17  ^nd 
18.)     (See  1949  P-H  Par.  21,820.) 

It  is  grossly  unfair  to  state  as  the  Respondent  did  in  the 
first  full  paragraph  of  page  19  of  his  brief,  that  neither 
son  rendered  vital  services  to  the  business:  **It  is  equally 
manifest  that,  as  the  Tax  Court  found  (R.  48),  neither 
son  rendered  vital  additional  services  to  the  business.  The 
most  cursory  analysis  of  the  record  suffices  to  demonstrate 
that  the  services  rendered  by  Albert  Eugene  Trepte,  who 
was  sixteen  years  old  at  the  time  of  the  formation  of  the 
partnership,  were  negligible."  Contrary  to  this  statement, 
Walter  B.  Trepte  was  at  various  times  Personnel  Man- 
ager, Office  Manager,  representative  for  the  co-partner- 
ship on  numerous  jobs  and  was  fully  recognized  as 
assistant  in  every  way  to  his  father,  one  of  the  Petitioners 
herein.  Albert  Eugene  Trepte  was  past  the  age  of  sixteen 
years  and  there  is  no  doubt  but  that  the  father  of  the 
tv/o  sons,  his  associates,  and  officers  of  the  armed  forces 
of  the  United  States  were  in  a  better  position  to  judge 
and  determine  the  vital  and  valuable  services  rendered 
by  his  two  sons  than  one  who  only  made  a  most 
CURSORY  ANALYSIS  of  the  records.  Further,  sub- 
sequent to  the  formation  of  the  partnership  the  responsi- 
bility assigned  to  Albert  Eugene  Trepte  while  he  was 
in  the  United  States  Navy  would  certainly  indicate  that 
the  son  had  outstanding  ability  and  for  that  reason  it  is 
difficult  to  understand  why  it  is  stated  that  his  services 
were  negligible.  (Resp.  Br.  19.) 

The  Respondent  stated,  "Thus  during  the  greater  part 
of  the  taxable  years  involved,  1942  and  1943,  Walter 
B.  Trepte  did  not  work  directly  for  the  partnership". 
This  statement  is  completely  erroneous  for  the  reason 
that  during  the  years  involved,  namely,  1942  and  1943, 
Walter  B.  Trepte  did  work  directly  and  diligently  for 
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the  co-partnership.  Any  compensation  he  received  on  any 
of  the  jobs  upon  which  he  was  the  representative  of  the 
co-partnership  or  otherwise,  was  either  charged  to  him 
or  the  amount  which  he  received  was  turned  over  to  the 
co-partnership  by  him. 

A  very  loose  examination  of  the  case  of  Mead  v.  Com- 
missioner, 131  F.  2d  323,  324  (C  A.  5th)  would  dis- 
close that  it  had  no  facts  similar  to  those  in  the  case  now 
being  considered  as  Mr.  Mead  personally  withdrew  most 
of  the  income.  For  1937,  the  income  was  $10,504.21, 
he  withdrew  $9,771.61;  for  1938,  the  income  wais 
$13,485.60,  he  withdrew  $12,707.04;  Mrs.  Mead  had 
no  drawing  account,  took  no  part  in  the  management 
or  conduct  of  the  business,  made  no  contribution  of 
capital,  and  no  actual  distribution  of  the  partnership 
income  was  ever  made.   (Cited,  Resp.  Br.  22.) 

In  the  middle  of  page  22,  Respondent's  Brief,  he  states: 
"The  business  involved  millions  of  dollars  at  the  time 
of  the  formation  of  the  partnership.  There  is  not  an  iota 
of  evidence  to  indicate  that  the  business  was  increased  by 
virtue  of  the  sons'  activities." 

It  is  true  that  the  business  involved  millions;  in  fact, 
one  job,  NOY  4205,  was  approximately  twenty-one 
millions  of  dollars.  (R.  148.)  There  was  no  necessity  for 
increasing  the  business,  as  the  partnership  had  all  it  could 
handle  at  that  time  and  that  was  one  of  the  outstanding 
reasons  why  Walter  Trepte  Builder  was  anxious  to  form 
a  co-partnership  with  his  two  sons  as  partners  so  they 
could  assist  him  to  carry  on  the  business  which  was 
growing  by  leaps  and  bounds.  It  was  necessary  that  he 
have  persons  around  him  in  whom  he  could  place  implicit 
confidence  and  trust,  and  his  two  sons  were  the  proper 
persons,  as  from  childhood  they  had  worked  with  their 
father,  knew  and  understood  much  about  the  business. 


The  last  sentence  on  page  22,  Respondent's  Brief, 
states:  "Taxpayer,  in  effect,  argues  as  if  this  Court  were 
free  to  draw  its  own  inferences  without  regard  to  findings 
of  the  Tax  Court."  The  taxpayers  still  contend  that  this 
Court  is  free  to  draw  its  own  inferences  without  regard 
to  the  findings  of  the  Tax  Court,  and  as  authority  for 
the  petitioners'  contention,  cite  H.  R.  3214,  which  be- 
came Section  36,  Public  Law  773 — 80th  Congress,  2nd 
session,  approved  June  25,  1948,  effective  September  1, 
1948,  which  is  also  designated  I.  R,  C.  1141,  and  reads 
as  follows,  to  wit: 

"Courts  of  Review,  (a)  Jurisdiction. — The  cir- 
cuit courts  of  appeals  and  the  United  States  Court 
of  Appeals  for  the  District  of  Columbia  shall  have 
exclusive  jurisdiction  to  review  the  decisions  of  the 
Tax  Court,  except  as  provided  in  section  1254  of 
title  28  of  the  United  States  Code,  in  the  same  man- 
ner and  to  the  same  extent  as  decisions  of  the  district 
courts  in  Civil  actions  tried  without  a  jury;  and  the 
judgment  of  any  such  court  shall  be  final,  except 
that  it  shall  be  subject  to  review  by  the  Supreme 
Court  of  the  United  States  upon  certiorari,  in  the 
manner  provided  in  section  1254  of  title  28  of  the 
United  States  Code." 
The  Respondent  has  conveniently  overlooked  the  fact 
that  I.  R.  C.  1141  removes  all  traces  of  the  Dobson  de- 
cision which  originated  in  1943,  Dobson  v.  Commission- 
er, 320  U.  S.  489,  88  L.  Ed.  248,  64  S.  Ct.  239.  The 
Dobson  decision,  in  effect,  held  that  where  the  elements 
of  a  decision  could  not  be  separated  so  as  to  identify  a 
clear-cut  mistake  of  law,  the  decision  of  the  Tax  Court 
must  stand. 

The  new  provision.  Sec.  1141,  is  applicable  to  all 
decisions  pending  before  the  appellate  court  on  September 
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1,  1948.  In  substance,  all  decisions  prior  to  September 
1,  1948  in  which  a  Tax  Court  case  was  held  to  be  final 
under  the  Dobson  Rule,  are  now  of  practically  no  value 
as  precedents.  Some  of  those  cases,  no  doubt,  would  be 
decided  in  the  same  way  but  for  a  different  reason.  It  is 
quite  evident  that  the  Dobson  Rule  was  so  stringent  and 
unjust  that  it  was  necessary  for  Congress  to  pass  a  law 
to  remove  all  traces  of  the  Dobson  decision.  (See  1949 
P-H,  Par.  21,820.) 

The  Eisenberg  V.  Commissioner,  161  F.  2d  506  (C.  A. 
3rd)  case  cited  at  bottom  of  Respondent's  Brief,  page 
22,  is  not  applicable  to  the  instant  case  as  it  involves 
separate  trusts  for  minor  children  and  made  the  several 
trusts  members  of  the  partnership  and  the  trustor  re- 
tained dominion  and  control  over  the  corpus  of  the  trust. 
This  is  another  case  which  falls  within  the  Dobson  rule 
as  discussed  supra. 

The  first  full  sentence  at  the  top  of  page  24  of  Re- 
spondent's Brief  which  reads,  "Thus  taxpayer  and  his 
wife  could  absolutely  preclude  the  distribution  of  any 
profits  to  their  two  sons,  while  at  the  same  time  drawing 
from  the  business  as  much  as  they  desired  for  themselves 
in  salary",  is  rather  an  idle  gesture  on  the  part  of  the 
Respondent  as  he  completely  overlooked  the  fact  that 
Margaret  Trepte  and  her  two  sons  who  constitute  the 
holders  of  a  majority  interest,  could  if  they  so  desired, 
control  whatever  conditions  or  circumstances  that  may 
arise. 

The  first  sentence  in  the  first  paragraph  at  top  of  page 
25  of  Respondent's  Brief,  which  reads,  "A  mere  reading 
of  the  partnership  agreement  suffices  to  demonstrate  that 
the  taxpayer  never  parted  with  any  control  over  the  busi- 
ness, its  assets  and  the  profits",  does  not  only  border  on 
the  ridiculous  but  is  utterly  ridiculous,  as  on  the  same 
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page,  Respondent  makes  the  statement,    * 'Moreover,   it 
is  of  significance  to  note  that  during  the  entire  period 
from  1942  to  1946  only  insignificant  sums  were  with- 
drawn from  the  business  by  taxpayer's  sons",  and  then 
makes  a  statement  that  the  sum  of  $113,122.27  was 
added    to    the    account    of    Walter    B.     Trepte    and 
$113,122.26  was  added  to  the  account  of  Albert  Eugene 
Trepte  during  this  period,  and  in  this  connection,   we 
respectfully  refer  to  Brief  for  Petitioners,  page  10,  SUM- 
MARY, which  shows  and  is  substantiated  by  the  original 
book  account  of  which  a  photostat  copy  is  in  evidence 
(Exhibits  13  and  15)  that  Walter  B.  Treptc's  partner- 
ship share  of  income  during  the  years  1942  to  1946  was 
$129,583.24,  his  withdrawals  v/ere  $97,018.38,  and  to 
his  original  capital  on  January  1,   1942  in  the  sum  of 
$29,941.17  which  represents  the  purchase  price  of  his 
interest  in  and  to  the  Trepte  Construction  Co.  co-part- 
nership, there  was  added  during  the  period  1942  to  1946, 
inclusive,  $32,564.86,  which  brought  his  capital  up  to 
the  figure,  December  31,  1946,  of  $62,506.03,  and  Brief 
for  Petitioners,  bottom  of  page  12,  SUMMARY,  of  the 
original  book  account  of  Albert  Eugene  Trepte,  a  photo- 
stat copy  of  which  is  in  evidence  (Petitioner's  Exhibits 
14  and  16)  shows  that  during  the  said  period  his  part- 
nership share  of  income  amounted  to  $112,122.26  and 
his  withdrawals  $74,153.89,  his  capital  on  January  1, 
1942  was  $29,941.17,  which  was  the  purchase  price  of 
his  interest  in  and  to  the  Trepte  Construction  Co.  co- 
partnership, to  which  there  was  added  during  the  years 
1942  to  1946,  inclusive,  the  sum  of  $37,968.37  and  his 
capital  at  the  close  of  the  year  1946  was  $67,909.54. 
It  is  indeed  difficult  to  comprehend  why  the  Respondent 
should  refer  to  the  withdrawals  of  the  two  sons,  Walter 
B.  Trepte  and  Albert  Eugene  Trepte,  as  only  insignificant 
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sums,  when  the  former  withdrew  during  the  period 
1942  to  1946,  inclusive,  $97,018.38  and  the  latter, 
$74,153.89. 

(Note:  Through  some  oversight  the  headings  in  con- 
nection with  the  Summary  of  Exhibit  13, 
page  7,  of  Petitioners'  Brief  are  incorrectly 
placed  above  the  proper  column  of  figures. 
The  headings  should  be  placed  as  shown  in 
connection  with  the  Summary  of  Exhibit  14, 
page  8,  of  the  said  Brief.) 

Respondent's  Brief,  page  26,  first  paragraph,  third 
sentence,  states,  "Taxpayer  testified  that  the  transition 
from  his  individual  business  to  the  partnership  was 
gradual.  (R.  134)."  Such  a  statement  gives  the  wrong 
understanding  to  the  testimony  of  the  taxpayer.  He  did 
testify  to  the  fact  that  the  transition  was  gradual  in  that 
they  did  not  immediately  print  new  stationery  or  have 
new  checks  printed,  but  did  have  rubber  stamps  made  to 
overstamp  checks  and  letterheads  that  were  already  print- 
ed. The  Trepte  Construction  Co.  co-partnership  was 
created  on  January  1,  1942  and  from  that  date  the  busi- 
ness was  so  conducted  and  recognized. 

Apparently  the  Respondent  fails  to  recognize  the  doc- 
trine of  "pari  materia",  for  the  reason  that  on  page  26, 
the  second  full  sentence  of  his  brief  with  the  excerpt  from 
the  contract  which  reads:  "Finally,  as  the  Tax  Court 
observed,  the  following  paragraph  of  the  partnership 
agreement  would  lend  further  support  to  the  Commis- 
sioner's determination  that  the  arrangement  between  tax- 
payer and  his  family  was  not  intended  as  a  partnership 
in  the  ordinary  business  sense.  The  paragraph  reads  as 
follows  (R.  50,  Ex.  1,  p.  6): 

That  any  and  all  earnings  from  personal  services 
outside  of  this  family  co-partnership  shall  be  given 
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due  consideration  in  allocating  partnership  profits 

and  losses", 
does  not  give  consideration  to  the  remainder  of  Article 
1 1  of  the  Articles  of  Co-partnership,  and  when  the  said 
paragraph  is  construed  as  a  unit,  it  simply  means  that 
whatever  earnings  any  co-partner  shall  have  outside  of 
the  said  co-partnership  shall  be  given  consideration  before 
allocating  compensation  or  remuneration  to  the  co-part- 
ner for  his  services,  in  addition  to  his  share  or  interest  in 
and  to  the  profits  or  losses  of  the  said  co-partnership. 

Petitioners  seriously  object  to  the  misstatement  and  a 
misconstruction  of  the  testimony  of  Walter  Trepte  as  set 
out  on  page  27  of  Respondent's  Brief,  second  sentence, 
which  reads,  "A  reading  of  the  record  at  pages  166-167 
demonstrates  that  the  lower  court  was  not  satisfied  with 
taxpayer's  testimony  as  to  the  tax  considerations  in  the 
formation  of  the  family  partnership.  At  one  point,  in 
answer  to  the  court's  instruction  that  he  state  the  extent 
to  which  he  took  into  consideration  the  matter  of  dividing 
up  income  in  forming  the  partnership,  taxpayer  testified: 
'Well,  I  don't  think  we  considered  it  particularly.'  (R. 
167)".  We  believe  that  the  words,  "court's  instruction" 
were  intended  to  be  "court's  interrogation",  and  further. 
Counsel  for  the  Commissioner  repeatedly  attempted  to 
obtain  the  ansv/er  which  he  desired,  but  was  unable  to  do 
so,  subsequently  and  just  before  the  end  of  the  hearing, 
the  Court  interrogated  the  witness,  and  we  quote  in  this 
respect  from  page  167  of  the  Transcript  of  Record: 

"The  Court:  State  to  what  extent,  if  any,  you 
took  into  consideration  the  matter  of  dividing  up 
income  by  forming  a  partnership  arrangement? 

"The  Witness:  Well,  I  don't  think  we  con- 
sidered it  particularly.  The  main  thing  was  to  have 
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the  boys  in  the  business,  to  carry  on  in  the  case  of 
my  death. 

"The  Court:  You  say  you  don't  think  you  con- 
sidered it  particularly.  That  is  rather  a  general 
answer.  Tell  me  more  particularly  about  that, 
whether  you  did  or  did  not. 

''The  Witness:  We  did  not." 

In  the  last  paragraph  of  page  27  of  Respondent's  Brief, 
he  is  again  attempting  to  instruct  this  Court  regarding 
its  duties  in  the  case  now  before  the  Court,  but  has  not 
given  due  or  proper  consideration  to  the  fact  that  the 
Dobson  Rule  became  ineffective  on  September  1,  1948. 
(See  1949  P-H,  Par.  21,820.) 

On  page  28  of  Respondent's  Brief  he  attempts  to 
discredit  the  case  of  Culbertson  v.  Commissioner,  168 
Fed.  2d  979  (C.  A.  5th),  and  points  out  what  he  be- 
lieves to  be  inconsistencies  between  its  holdings  and  the 
U.  S.  Supreme  Court's  holdings  in  the  Tower  and  Lus- 
thaus  cases  supra,  whereas  if  one  studied  the  cases  dili- 
gently he  would  no  doubt  find  that  they  were  not  incon- 
sistent and  it  was  so  determined  by  the  learned  judges 
of  the  5th  Circuit  who  gave  mature  and  cautious  con- 
sideration to  the  Tower  and  Lusthaus  cases  when  deciding 
the  Culbertson  case. 

After  extensive  study  of  decisions  by  the  Tax  Court 
of  the  United  States  in  connection  with  family  partner- 
ship cases,  one  must  reach  the  conclusion  that  every  time 
a  family  partnership  case  appears  on  the  horizon,  it  will, 
by  the  Tax  Court,  most  generally  be  decided  against  the 
petitioner,  which  no  doubt  was  the  reason  for  Congress 
to  enact  Public  Law  773 — 80th  Congress,  2nd  session, 
which  became  effective  September  1,  1948.  Various  tax 
services  and  tax  letters  often  refer  to  the  trend  toward 
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more  favorable  treatment  of  family  partnerships,  the 
most  recent  of  which  stated  in  connection  with  bills  to 
benefit  taxpayers,  "Family  partnerships  would  be  recog- 
nized if  valid  under  the  State  laws."  This  trend  is  par- 
ticularly noticeable  in  cases  such  as  this  one  where  the 
co-partnership  consists  of  other  members  of  the  family 
rendering  vital  and  valuable  services  than  husband  or 
wife  only,  as  was  the  situation  in  both  the  Tower  and 
Lusthaus  cases. 

As  for  the  long  list  of  cases  set  out  as  footnotes  on 
pages  28  and  29  of  Respondent's  Brief,  they  were  all 
decided  prior  to  Sec.  36,  Public  Law  773 — 80th  Con- 
gress, 2nd  session,  therefore,  they  are  not  applicable  to 
the  case  now  before  this  Court  and  further,  in  each  and 
every  instance  the  cases  cited  by  Respondent,  some  fifty 
of  them,  are  all  distinguishable  from  the  case  now  before 
this  Court. 

An  examination  of  the  cases  cited  shows  that  in  most 
instances  they  come  within  the  husband  and  wife  category 
or  a  trust  which  is  considered  a  member  of  the  partner- 
ship wherein  minor  children  are  involved,  or  a  mere  as- 
signment of  income  has  been  made  and  none  of  the  said 
cases  possess  the  facts  as  does  the  instant  one  wherein  the 
sons  contributed  capital,  rendered  valuable  and  vital 
services,  assumed  responsibility,  accepted  their  full  share 
of  the  management  and  control  of  the  operations  of  the 
business,  were  given  their  full  division  of  the  profits  ob- 
tained through  the  operation  of  the  business,  and  having 
had  a  family  tradition  in  the  operation  of  the  same 
business  for  approximately  a  half  of  a  century. 

It  is  only  natural  that  the  Respondent  should  be 
so  agreeable  in  accepting  the  MEMORANDUM  FIND- 
INGS OF  FACT  AND  OPINION  of  the  Tax  Court 
of  the  United  States  as  it  is  altogether  in  his  favor,  al- 
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though  Petitioner  contends  that  the  Memorandum  Find- 
ings of  Fact  and  Opinion  neither  follow  the  fact  nor  the 
law.  It  should  not  be  overlooked  that  the  Tax  Court  of 
the  United  States  and  the  Commissioner  of  Internal  Rev- 
enue are  both  agencies  of  the  executive  branch  of  the 
Government. 

Argument' 

II 

On  Page  30,  Respondent's  Brief,  he  makes  the  follow- 
ing statement: 

"TAXPAYER' S  ATTEMPTED  ASSIGN- 
MENT TO  THE  PARTNERSHIP  OF  HIS  IN- 
TEREST IN  THE  JOINT  VENTURE  KNOWN 
AS  GOLDEN  -  TREPTE  CONSTRUCTION 
COMPANY,  WHOSE  ASSETS  CONSISTED 
OF  GOVERNMENT  CONSTRUCTION  CON- 
TRACTS, WAS  INEFFECTIVE  FOR  TAX 
PURPOSES", 
but  does  not  support  his  statement  with  any  applicable 
authorities. 

As  for  the  Wittenberg  v.  Commissioner  case,  decided 
December  13,  1944  (1944  P-H  T.  C  Memorandum 
Decision,  Par.  44,293),  it  was  partnership  income  which 
was  assigned  to  the  family  trust.  The  taxpayer  created 
three  trusts  for  his  three  minor  children  to  which  he 
assigned  a  one-third  interest  in  a  partnership  of  which 
he  was  a  member.  The  powers  under  the  partnership 
agreement  presented  substantial  doubt  as  to  the  freedom 
of  the  trust  property  from  his  dominion  or  control.  It 
was  obvious  that  neither  the  wife  nor  the  children  of  the 
petitioner  rendered  any  services.  This  case  differs  from 
the  case  now  before  this  Court  in  that  the  Wittenberg 
case  was  strictly  an  assignment  of  income,  whereas  in  the 
instant  case  it  was  an  assignment  of  property. 
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The  Lucas  v.  Earl,  281  U.  S.  Ill;  Earp  v.  Jones, 
131  R  2d  292;  and  Burnet  v.  Leininger,  285  U.  S.  136, 
are  readily  distinguishable  from  the  case  being  considered. 
In  the  Lucas  case,  husband  and  wife  entered  into  a  con- 
tract whereby  they  agreed  that  w^hatever  each  had  or 
acquired  in  any  way  during  the  existence  of  the  marriage 
should  be  received  and  owned  by  them  as  joint  tenants. 
In  the  Earp  case,  the  husband  made  a  gift  of  a  one-half 
interest  in  his  business  to  his  wife  and  a  partnership 
agreement  between  his  wife  and  himself  was  subsequently 
effected.  The  Burnet  case  was  merely  an  equitable  assign- 
ment on  the  part  of  Mr.  Leininger  to  his  wife  of  one-half 
of  what  he  should  receive  from  the  partnership  in  which 
he  was  a  member  and  an  agreement  by  her  to  make  good 
to  him  one-half  of  the  losses  he  might  sustain  by  reason 
of  his  interest  in  the  partnership.  As  stated  before,  in 
the  case  now  before  this  Court,  the  assignment  was  of 
property  or  a  right  to  carry  on  the  operations  of  the 
business,  and  not  an  assignment  of  income.  Such  action 
is  supported,  approved  and  allowed  in  the  case  of  Iowa 
Bridge  Co.  v.  Commissioner,  29  F  2d  page  777, 

Conclusion 

The  decision  of  the  Tax  Court  of  the  United  States 
should  be  reversed. 

Respectfully  submitted, 

GEORGE  H.  STONE, 

1004  San  Diego  Trust  S  Savings  Building, 

San  Diego  1,  California. 

\VM.  D.  MORRISON, 

821  First  National  Bank  Building, 

San  Diego  1,  California. 

Counsel  for  Petitioners. 
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WILSHIRE  &  WESTERN  SANDWICHES, 
INC., 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DOCKET  ENTRIES 
1946 

Apr.  24 — Petition  received  and  filed.  Taxpayer 
notified.    Fee  paid. 

Apr.  25 — Copy  of  petition  served  on  General 
Counsel. 

May  29 — Answer  filed  by  Oeneral  Counsel. 

May  29— Request  for  hearing  in  Los  Angeles,  Cali- 
fornia filed  by  General  Counsel. 
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1946 

June  3 — Notice  issued  placing  proceeding  on  Los 
Angeles,  California  calendar.  Service  of 
answer  and  request  made. 

1947 

July  31 — Motion  to  change  date  of  hearing  to  next 
calendar  after  September  filed  by  tax- 
payer.    Granted. 

July  31— Hearing  set  9/22/47  in  Los  Angeles,  Cali- 
fornia. 

Sept.  30 — Hearing  set  12/1/47  in  Los  Angeles,  Cali- 
fornia. 

Nov.  5 — Appearance  of  Paul  Ziffren  and  Jacob 
Shearer  as  counsel  filed. 

Bee.     3 

&  4 — Hearing    had    l)efore    Judge    Disney    on 
merits.    Stipulation  of  facts  filed. 

Dec.  12 — Hearing  had  before  Judge  Disney  on 
merits.  Motion  of  petitioner  to  amend 
petition  to  conform  to  the  proof — Motion 
granted.      Respondent    to    file    amended 

^^'  answer  within  15  days.   This  appeal  tried 

at  Los  Angeles,  Calif.,  December  3rd  and 
4th.  See  previous  minutes.  Motion  to 
amend  petition  filed  at  hearing.  Copies 
served.  Briefs  due  2/2/48.  Reply  briefs 
2/25/48. 

Dee,  19— Transcript  of  hearing  12/3/47  filed. 

Dec.  19— Ti'anscript  of  hearing  12/4/47  filed. 

Dec.  26 — Answer  to  amendment  to  petition  filed  )\v 
General  Counsel.     12/29/47  Served. 
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1948 

Jan.  19 — Deposition  of  Robert  A.  Odell  filed.  (1) 
Served  by  notary. 

Jan.  20— Brief  filed  by  taxpayer.  2/4/48  Copy 
served. 

Feb.  3 — Motion  for  leave  to  file  the  attached 
brief,  brief  lodged,  filed  by  General  Coun- 
sel.   2/4/48  Granted. 

Feb.  24 — Motion  for  extension  to  3/5/48  to  file  re- 
ply brief,  filed  by  taxpayer.  2/25/48 
Granted  as  to  both  parties. 

Mar.  4 — Reply  brief  filed  by  taxpayer.  Copy 
served. 

June  29 — Memorandum  findings  of  fact  and  opinion 
rendered.  Judge  Disney.  Decision  will  be 
entered  for  the  respondent.    Copy  served. 

June  29 — Decision  entered.    Judge  Disney.    Div.  4. 

July     8— Transcript  of  hearing  12/12/47  filed. 

Sept.  20 — Petition  for  review  by  U.  S.  Court  of 
Appeals  for  the  Mnth  Circuit,  with  as- 
signments of  error  filed  by  taxpayer. 

Sept.  27 — Proof  of  service  filed. 

Oct.     1 — Praecipe  for  record  filed  by  taxpayer. 

Oct.  6 — Designation  of  contents  of  record  with 
proof  of  service  attached  thereto,  filed  by 
taxpayer. 

Oct.  7 — Order  re  transmission  of  Joint  Exhibits 
8-H,  9-1  and  10-J  inclusive  in  physical 
form  to  be  transmitted  with  the  appeal 
record  entered. 
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1948 

Oct.  8— Motion  that  Exhibits  11  to  31  inclusive 
remain  in  custody  of  the  Clerk  of  The 
Tax  Court  until  15  days  prior  to  trial  and 
upon  advice  of  counsel  be  transmitted  to 
TJ.  S.  Court  of  Appeals  for  the  Ninth 
Circuit  in  physical  form,  filed  by  General 
Counsel. 

Oct.  12 — Order  that  Exhibits  11  to  31  inclusive  re- 
main in  custody  of  the  Clerk  of  The  Tax 
Court  until  15  days  prior  to  trial  and 
upon  advice  of  counsel  be  transmitted  to 
U.  S.  Court  of  Appeals  for  the  9th  Cir- 
cuit in  physical  form,  entered.  [2*] 


The  Tax  Court  of  the  United  States 
Docket  No.  10638 

WILSHIRE  AND  WESTERN  SANDWICHES, 

INC., 

Petitioner, 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PETITION 

The  above-named  petitioner  hereby  petitions  for 
a  redetermination  of  the  deficiency  set  forth  by  the 
Commissioner  of  Internal  Revenue  in  his  notice  of 


*  Page   numbering   appearing   at    foot   of   page   of   original 
certified  Transcript  of  Record. 
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deficiency  (Bureau  Symbols  LA:IT:90D:PAK) 
dated  January  31,  1946,  and  as  a  basis  of  its  pro- 
ceeding alleges  as  follows: 

1.  The  petitioner  is  a  California  corporation 
with  principal  office  at  3180  West  Sixth  Street,  Los 
Angeles  5,  California.  The  returns  for  the  periods 
here  involved  were  filed  with  the  collector  for  the 
sixth  district  of  California. 

2.  The  notice  of  deficiency  (a  copy  of  which  is 
attached  and  marked  Exhibit  ^^A'')  was  mailed  to 
the  petitioner  on  January  31,  1946. 

3.  The  taxes  in  controversy  are  income  taxes 
for  the  calendar  year  1942  in  the  amount  of  $599.87 
and  for  the  calendar  year  1943  in  the  amount  of 
$782.72;  declared  value  excess  profit  tax  for  the 
calendar  year  1943  in  the  amount  of  $168.31;  and 
excess  profits  taxes  for  the  calendar  year  1943  in 
the  amount  of  $1,797.05.  [3] 

4.  The  determination  of  tax  set  forth  in  the  said 
notice  of  deficiency  is  based  upon  the  following 
errors : 

(a)  In  determining  the  taxable  net  income  of 
the  petitioner  for  the  calendar  years  1942  and  1943, 
the  Commissioner  erroneously  disallowed  a  deduc- 
tion for  interest  accrued  in  the  amount  of  $1,500 
for  1942  and  $1,443.36  for  1943. 

(b)  In  determining  the  excess  profits  net  in- 
come of  the  petitioner  for  the  calendar  year  1943^ 
the  Commissioner  erroneously  disallowed  a  deduc- 
tion for  interest  accrued  in  the  amount  of  $1,443.36. 

(c)  In  all  of  the  aforesaid  determinations,  the 
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Commissioner  has  erroneously  considered  moneys 
advanced  by  stockholders  of  petitioner  as  capital 
contributions  rather  than  as  loans. 

5.  The  facts  upon  which  the  petitioner  relies  as 
the  basis  of  this  proceeding  are  as  follows: 

(a)  The  original  capitalization  of  petitioner  was 
planned  to  and  actually  did  consist  of  the  issuance 
of  3,000  shares  of  capital  stock  at  the  par  value  of 
$10.00  each,  or  a  total  of  $30,000  as  capital  contribu- 
tion. Uncertainty  existed  at  the  time  of  incorpora- 
tion as  to  exactly  how  much  money  would  be  needed 
by  petitioner  to  erect  the  building  in  its  business 
and  to  purchase  the  equipment  required  therefor, 
although  it  was  thought  that  the  $30,000  capital 
would  probably  be  sufficient.  Accordingly,  the  in- 
corporators of  petitioner  agreed  to  lend  to  peti- 
tioner such  amounts  of  money  as  might  addition- 
ally be  required  for  these  purposes,  the  loans  to  be 
repayable  in  two  years,  to  bear  interest  at  the  rate 
of  6%  per  annum,  and  to  be  represented  by  prom- 
issory notes.  Pursuant  to  such  agreement,  and  upon 
it  being  learnt  that  [4]  more  than  the  original  capi- 
tal contribution  of  $30,000  would  be  required  to 
erect  the  building  and  install  the  equipment,  some 
but  not  all  of  the  stockholders  of  petitioner  lent 
sums  of  money  to  petitioner  aggregating  $25,000. 
All  such  loans  were  evidenced  by  promissory  notes, 
were  payable  in  two  years,  and  bore  interest  at  6% 
per  annum.  Interest  was  in  fact  accrued  and  paid 
on  these  notes,  the  books  of  petitioner  recorded  the 
interest  as  an  expense,  and  the  advances  to  it  by  its 
stockholders  as  loans.    The  Commissioner  has  erro- 
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neously  considered  these  loans  as  in  fact  capital 
contributions. 

Wherefore,  the  petitioner  prays  that  this  Court 
may  hear  the  proceeding  and  determine  the  defi- 
ciency due  from  the  petitioner. 

/s/  HENRY  M.  WEBSTER, 

/s/  MARTIN  H.  WEBSTER, 
Counsel  for  Petitioner. 

State  of  California, 
County  of  Los  Angeles — ss: 

Harry  B.  Carpenter,  being  duly  sworn,  says  that 
he  is  President  of  petitioner  corporation,  that  he  is 
duly  authorized  to  verify  the  foregoing  petition; 
that  he  has  read  the  foregoing  petition,  or  had  the 
same  read  to  him,  and  is  familiar  with  the  state- 
ments contained  therein,  and  that  the  statements 
contained  therein  are  true,  except  those  stated  to 
be  on  information  and  belief,  and  that  those  he 
believes  to  be  true. 

/s/  HARRY  B.  CARPENTER. 

Subscribed  and  sworn  to  before  me  this  22nd  day 
of  April,  1946. 

/s/  ROSE  BABICH, 
Notary  Public. 

My  Commission  Expires  April  1,  1949.  [5] 
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EXHIBIT  ^^A" 
Copy 

Treasury  Department 
Internal  Revenue  Service 

417  South  Hill  Street 
Los  Angeles  13,  California 

LA:IT:90D:PAK 

January  31,  1946 

Wilshire  and  Western  Sandwiches,  Inc. 
3180  West  Sixth  Street 
Los  Angeles  5,  California 

Gentlemen  : 

You  are  advised  that  the  determination  of  your 
income  tax  liability  for  the  taxable  years  ended 
December  31,  1941,  1942  and  1943  discloses  a  defi- 
ciency of  $1,382.59  for  the  taxable  years  ended  De- 
cember 31,  1942  and  1943,  and  an  overassessment 
of  $602.47  for  the  taxable  year  ended  December  31, 

1941,  and  that  the  determination  of  your  declared 
value  excess-profits  tax  liability  for  the  taxable 
year  ended  December  31,  1943,  discloses  a  deficiency 
of  $168.31,  and  that  the  determination  of  your 
excQSS-profits  tax  liability  for  the  taxable  years 
ended  December  31,  1942  and  1943,  discloses  a  de- 
ficiency of  $1,797.05  for  the  taxable  year  ended 
December  31,  1943  and  an  overassessment  of 
$706.81  for  the  taxable  year  ended  December  31, 

1942,  as  shown  in  the  statement  attached. 
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Exhibit  A — (Continued) 

After  careful  consideration  of  your  applications 
for  relief  under  section  722  of  the  Internal  Reve- 
nue Code  filed  on  September  15,  1943  for  the  tax- 
able years  ended  December  31,  1941  and  December 
31,  1942  it  has  been  determined  that  you  have  not 
established  your  right  to  the  relief  therein  re- 
quested. In  accordance  with  the  provisions  of  sec- 
tions 272  and  732  of  the  Internal  Revenue  Code, 
notice  is  hereby  given  of  the  deficiencies  mentioned 
and  of  the  disallowance  of  the  claims  for  refund 
asserted  in  your  application  for  relief  under  sec- 
tion 722. 

Within  90  days  (not  counting  Sunday  or  a  legal 
holiday  in  the  District  of  Columbia  as  the  90th  day) 
from  the  date  of  the  mailing  of  this  letter,  you  may 
file  a  petition  with  The  Tax  Court  of  the  United 
States,  at  its  principal  address,  Washington,  D.  C, 
for  a  redetermination  of  the  deficiencies  mentioned. 

Very  truly  yours, 

JOSEPH  D.  NUNAN,  JR., 
Commissioner, 

By  GEORGE  D.  MARTIN, 

Internal  Revenue  Agent  in 
Charge. 

Enclosures:  Statement,  Form  of  waiver.  Form 
843. 
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Exhibit  A— (Continued) 

STATEMENT 

LA:IT:90D:PAK 

Wilshire  and  Western  Sandwiches,  Inc. 
3180  West  Sixth  Street 
Los  Angeles  5,  California 

Tax  Liability  for  the   Taxable  Years   Ended 
December  31,  1941  to  1943,  Inclusive 

Income  Tax 

Year        Liability  Assessed       Overassessment     Deficiency 

1941  $     469.81  $  1,072.28  $602.47 

1942  2,591.47  1,991.60  $    599.87 

1943  2,898.61  2,115.89  782.72 

Totals   $  5,959.89  $  5,179.77  $602.47  $1,882.59 

Declared  Value  Excess-Profits  Tax 
1943      $      758.00  $      589.69  $    168.31 

Excess  Profits  Tax 

1942  None  $      706.81  $706.81 

1943  $22,158.79  20,361.74  $1,797.05 

Totals    $22,158.79  $21,068.55  $706.81  $1,797.05 

In  making  this  determination  of  your  tax  lial)ility, 
careful  consideration  has  been  given  to  the  api)lica- 
tions  for  relief  filed  on  September  15,  1943,  for  the 
taxable  years  ended  December  31,  1941  and  1942,  to 
the  report  of  examination  dated  November  9,  1944, 
to  your  protests  dated  March  26,  1945,  and  October 
31,  1945,  and  to  the  statements  made  at  conferences 
held. 
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Careful  consideration  has  been  given  to  your  a^)- 
plications  for  relief  (forms  991)  under  Section 
722(c)  of  the  Internal  Revenue  Code  wherein  you 
claim  refunds  or  credits  as  follows:  [7] 


Taxat 

)le 

Bureau 

Refund  or 

Year 

Form  No. 

Serial  No. 

Filed 

Credit  Claimed 

1941 

991 

25330 

9-15-43 

None 

1942 

991 

25331 

9-15-43 

$706.81 

It  is  held  that  you  have  not  established  that  the 
tax  computed  under  Subchapter  E  of  Chaper  2  of 
the  Internal  Revenue  Code  without  the  benefit  of 
Section  722  of  the  Code,  results  in  an  excessive  and 
discriminatory  tax  within  the  provisions  of  Section 
722(a),  (b)  and  (c)  of  the  Code  and  that  you  have 
not  established  what  would  be  a  fair  and  just  amount 
representing  normal  earnings  to  be  used  as  a  con- 
structive average  base  period  net  income  for  the  pur- 
poses of  an  excess  profits  tax  based  upon  a  compari- 
son of  normal  earnings  and  earnings  during  the  re- 
spective excess  profits  tax  periods. 

It  is  further  held  that  you  have  not  established 
any  factors  affecting  your  business  which  may  be 
reasonably  considered  as  resulting  in  an  inadequate 
standard  of  normal  earnings  during  the  base  period 
not  inconsistent  with  principles  underlying  the  pro- 
visions of  subsection  (c)  of  Section  722  of  the  In- 
ternal Revenue  Code. 

In  your  returns  for  the  years  1942  and  1943  you 
claimed  deductions  in  the  respective  amounts  of 
$1,500.00  and  $1,443.26  as  interest  paid  on  the  in- 
debtedness due  to  certain  stockholders  on  amounts 
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paid  to  the  corporation  by  them.  It  is  determined 
that  such  amounts  of  alleged  interest  are  not  de- 
ductible within  the  purview  of  Section  23(b)  of  the 
Internal  Revenue  Code. 

The  issue  in  your  claim  for  refund  (form  843)  for 
the  taxable  year  ended  December  31,  1941,  filed  on 
February  24,  1945,  for  the  allowance  as  deductions 
of  items  of  expense  aggregating  $2,859.70  is  con- 
ceded and  appropriate  adjustments  therefor  is  made 
herein. 

The  overassessment  of  income  tax  for  the  taxable 
year  ended  December  31,  1941,  shown  herein  will  be 
made  the  subject  of  a  certificate  of  overassessment 
which  will  reach  you  in  due  course  through  the  office 
of  the  collector  of  internal  revenue  for  your  district, 
and  will  be  applied  by  that  official  in  accordance  with 
section  322(a)  of  the  Internal  Revenue  Code. 

The  overassessment  of  excess  profits  tax  for  the 
taxable  year  ended  December  31,  1942,  shown  herein, 
wll  be  made  the  subject  of  a  certificate  of  overassess- 
ment which  will  reach  you  in  due  course  through  the 
office  of  the  collector  of  internal  revenue  for  your 
district,  and  will  be  applied  by  that  official  in  accord- 
ance with  section  322(a)  of  the  Internal  Revenue 
Code,  provided  that  you  fully  protect  yourself 
against  the  running  of  the  statute  of  limitations  with 
respect  to  the  apparent  overassessment  referred  to 
in  this  letter,  by  filing  with  the  collector  of  internal 
revenue  for  your  district,  a  claim  for  refund  on  form 
[8]  843,  a  copy  of  which  is  enclosed,  the  basis  of 
which  may  be  as  set  forth  herein. 
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Adjustments  to  Net  Income 
Taxable  Year  Ended  December  31,  1941 

Net  income  as  disclosed  by  return $5,096.88 

Additional  deductions : 

(a)  Overstatement  of  income $518.25 

(b)  Prepaid  expenses  allowed 669.39 

(c)  Depreciation    816.08 

(d)  Franchise  tax  74.73 

(e)  Capital  stock  tax 781.25       2,859.70 

Net  income  adjusted  $2,237.18 

Explanation  of  Adjustments 

(a)  Included  in  gross  income  reported  in  your  re- 
turn is  the  amount  of  $518.25  representing  moneys 
credited  to  income  but  actually  due  to  Mr.  H.  B. 
Carpenter.  It  has  been  determined  that  this  amount 
does  not  constitute  your  income  and  the  amount 
so  reported  is  eliminated. 

(b)  Amounts  charged  to  prepaid  expenses,  not 
previously  claimed  by  you,  applicable  to  this  taxable 
year  have  been  allowed  as  follows : 

Additional  rent  $660.88 

Office  expense 60.00 

Miscellaneous  taxes 29.24 

Total   $750.12 

Less :  Overstatement  of  insurance 80.73 

Adjustment  as  above $669.39 

(c)  Depreciation  in  the  amount  of  $816.09,  not 
previously  claimed  by  you,  is  allowed  as  represent- 
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ing  a  reasonable  allowance  for  depreciation  for  the 
taxable  year  under  section  23(1)  of  the  Internal  Rev- 
enue Code. 

(d)  An  additional  deduction  is  allowed  for  fran- 
chise tax  in  the  amount  of  $74.73. 

(e)  A  deduction  is  allowed  for  capital  stock  tax, 
not  previously  claimed  by  you,  in  the  amount  of 
$781.25.  [9] 

Computation  of  Income  Tax 
Taxable  Year  Ended  December  31,  1941 

Net  income  adjusted  $2,237.18 

Surtax  net  income  2,237.18 

Normal-tax  net  income  2,237.18 

Income  tax : 

Normal  tax— 15%  of  $2,237.18  335.58 

Surtax— 6%  of  $2,237.18  134.23 


Correct  income  tax  liability $    469.81 

Income  tax  assessed : 

Original,  account  No.  420657 1,072.28 


Overassessment  of  income  tax $    602.47 

Adjustments  to  Net  Income 
Taxable  Year  Ended  December  31,  1942 

Net  income  as  disclosed  by  return $  8,532.02 

Unallowable  deductions : 

(a)  Franchise  tax  $      92.65 

(b)  Interest  disallowed  1,500.00         1,592.65 


Total  - $10,124.67 

Additional  deduction: 

(c)   Capital  stock  tax  156.25 


Net  income  adjusted  $  9,968.42 
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Explanation  of  Adjustments 

(a)  The  deduction  claimed  for  franchise  tax  is 
$92.65  in  excess  of  the  amount  allowable  under  sec- 
tion 23(c)  of  the  Internal  Revenue  Code. 

(b)  This  adjustment  has  been  previously  ex- 
plained. 

(c)  An  additional  deduction  is  allowed  for  capital 
stock  tax  in  the  amount  of  $156.25.  [10] 

Adjustments  to  Excess  Profits  Net  Income 
Taxable  Year  Ended  December  31,  1942 

Excess  profits  net  income  as  disclosed  by  return $  9,282.02 

Unallowable  deductions : 

(a)  Franchise  tax  $      92.65 

(b)  Interest  disallowed  1,500.00         1,592.65 

Total $10,874.67 

Additional  deductions : 

(c)  Capital  stock  tax  $    156.25 

(d)  50%  of  interest  on  borrowed  capital      750.00  906.25 

Excess  profits  net  income  adjusted $  9,968.42 

Explanation  of  Adjustments 

(a)  (b)  and  (c)  These  adjustments  are  the  same  as 
made  to  net  income  and  previously  explained. 

(d)  In  computing  the  amount  of  excess  profits  net 
income  shown  in  your  return  you  decreased  the  de- 
duction for  interest  by  $750.00  as  representing  50 
per  centum  of  interest  on  borrowed  capital  as  pro- 
vided in  section  711(a)(2)(B)  of  the  Internal  Rev- 
enue Code.  It  has  been  determined,  under  item  (b) 
above,  that  the  deduction  claimed  for  interest  on 
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borrowed  capital  does  not  represent  a  proper  deduc- 
tion under  section  23(b)  of  the  Internal  Revenue 
Code.  Accordingly,  the  reduction  of  interest  made 
by  you  is  reversed. 

Adjustments  to  Invested  Capital 
Taxable  Year  Ended  December  31,  1942 

Invested  capital  as  disclosed  by  return $43,708.38 

Additions : 

(a)  Money  paid  in  for  stock  or  as  con- 
tribution to  capital  $25,000.00 

(b)  25%  of  new  capital 13,750.00 

(c)  Accumulated  earnings  and  profits 

increased 558.99       39,308.99 

Total    $83,017.37 

Reduction : 

(d)  Average  borrowed  invested  capital  disallowed...  12,500.00 

Invested  capital  adjusted $70,517.37 

Explanation  of  Adjustments 

(a)  and  (d)  It  has  been  determined  that  the 
amount  of  $25,000.00  showm  in  your  return  as  bor- 
rowed capital,  constitutes  money  paid  in  for  stock 
or  as  a  contribution  to  capital.  Accordingly,  the 
amount  of  $25,000.00  is  added  to  the  equity  invested 
capital  shown  in  your  return  and  the  amount  of 
average  borrowed  invested  capital,  $12,500.00, 
claimed  in  your  return  is  disallowed. 

(b)  There  is  added  to  your  invested  capital  the 
amount  of  $13,750.00  representing  25  per  cent  of 
new  capital  paid  in  during  a  taxable  year  beginning 
after  December  31, 1940,  in  the  amount  of  $55,000.00, 
not  previously  claimed  by  you,  in  accordance  with 
section  718(a)(6)  of  the  Internal  Revenue  Code. 


vs.  Commissioner  of  Internal  Revenue         17 
Exhibit  A — (Continued) 

(c)  It  has  been  determined  that  the  amount  of 
accumulated  earnings  and  profits  at  the  beginning 
of  the  taxable  year  was  $1,767.37  instead  of  the 
amount,  $1,208.38,  shown  by  your  return  or  an  in- 
crease of  $558.99. 

Computation  of  Excess  Profits  Tax 
Taxable  Year  Ended  December  31,  1942 

Excess  profits  net  income $  9,968.42 

Less :  Specific  exemption $5,000.00 

Excess  profits  credit  (8%  of  $70,517.37 
invested  capital)   5,641.39       10,641.39 

Adjusted  excess  profits  net  income $  0.00 

Correct  excess  profits  tax  liability 0,00 

Excess  profits  tax  assessed: 

Ori^nal,  account  No.  21079 706.81 

Overassessment  of  excess  profits  tax $      706.81 

Computation  of  Income  Tax 

Taxable  Year  Ended  December  31,  1942 

Net  income  adjusted  $  9,968.42 

Less:  Income  subject  to  excess  profits  tax 0.00 

Surtax  net  income $  9,968.42 

Normal-tax  net  income  9,968.42 

Income  tax : 
Normal  tax : 

15%  of  $5,000.00 $750.00 

17%  of  $4,968.42 844.63         1,594.63 

Surtax :  — 

10%  of  $9,968.42 996.84 

Correct  income  tax  liability $  2,591.47 

Income  tax  assessed: 

Original,  account  No.  20696 1,991.60 

Deficiency  of  income  tax $      599.87 
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Adjustments  to  Net  Income 
Taxable  Year  Ended  December  31,  1943 

Net  income  as  disclosed  by  return $33,934.66 

Unallowable  deductions : 

(a)  Accrued  franchise  tax  disallowed.. ..$1,206.82 

(b)  Interest  disallowed  1,443.36         2,650.18 

Total $36,584.84 

Additional  deduction: 

(c)  Capital  stock  tax  100.00 

Net  income  adjusted  $36,484.84 

Explanation  of  Adjustments 

(a)  In  your  return  a  deduction  was  claimed  for 
accrued  franchise  tax  in  the  amount  of  $1,206.82.  It 
has  been  determined  that  the  liability  for  this  tax 
did  not  accrue  during  the  taxable  year  and  the  de- 
duction claimed  is,  accordingly,  disallowed.  [13] 

(b)  This  adjustment  has  been  previously  ex- 
plained. 

(c)  An  additional  deduction  is  allowed  for  capital 
stock  tax  in  the  amount  of  $100.00. 

Computation  of  Declared  Value  Excess-Profits  Tax 
Taxable  Year  Ended  December  31,  1943 

Net  income  adjusted  $36,484.84 

Less:  10%  of  $250,000.00  value  of  capital  stock  as  de- 
clared in  your  capital  stock  tax  return  for  the  year 
ended  June  30,  1943 25,000.00 

Net  income  subject  to  declared  value  excess-profits  tax.. $11, 484. 84 
Declared  value  excess-profits  tax :  6.6%  of  $11,484.84....        758.00 

Correct  declared  value  excess-profits  tax  liability 758.00 

Declared  value  excess-profits  tax  assessed : 

Original,  account  No.  411070 589.69 

Deficiency  of  declared  value  excess-profits  tax $      168.S1 
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Adjustments  to  Excess  Profits  Net  Income 
Taxable  Year  Ended  December  31,  1943 

Excess  profits  net  income  as  disclosed  by  return $33,806.96 

Unallowable  deductions : 

(a)  Accrued  franchise  tax  disallowed....$l,206.82 

(b)  Interest  disallowed  1,443.36 

(c)  Decrease  in  deductions  for  declared 

value  excess-profits  tax 91,38         2,741.56 

Total  $36,548.52 

Additional  deductions: 

(d)  Capital  stock  tax $100.00 

(e)  50%  of  interest  on  borrowed  capital...  721.68  821.68 

Excess  profits  net  income  adjusted $35,726.84 

Explanation  of  Adjustments 

(a)  (b)  and  (d)  These  adjustments  are  the  same 
as  made  to  net  income  and  previously  explained. 

(c)  In  computing  the  amount  of  excess  profits  net 
income  shown  in  your  return  you  claimed  a  deduc- 
tion for  declared  value  excess-profits  tax  in  the 
amount  of  $849.38.  It  has  been  determined  that  the 
correct  deduction  for  declared  value  excess-profits 
tax  for  this  taxable  year  was  $758.00,  or  a  decrease 
of  $91.38. 

(e)  In  computing  the  amount  of  excess  profits  net 
income  shown  in  your  return  you  decreased  the  de- 
duction for  interest  by  $721.68  as  representing  50  per 
centum  of  interest  on  borrow^ed  capital  as  provided 
in  section  711(a)(2)(B)  of  the  Internal  Revenue 
Code.  It  has  been  determined,  under  item  (b)  above, 
that  the  deduction  claimed  for  interest  does  not  rep- 
resent a  proper  deduction  under  section  23(b)  of  the 
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Internal  Revenue  Code.  Accordingly,  the  reduction 
of  interest,  made  in  your  return,  is  reversed. 

Adjustments  to  Invested  Capital 
Taxable  Year  Ended  December  31,  1943 

Invested  capital  as  disclosed  by  return $45,862.67 

Additions : 

(a)  Money  paid  in  for  stock  or  as  con- 

tribution to  capital $25,000.00 

(b)  25%  of  new  capital 13,750.00 

(c)  Increase  in  accumulated  earnings 

and  profits 461.77       39,211.77 

Total $85,074.44 

Reduction : 

(d)  Average  borrowed  invested  capital  disallowed—.     8,750.00 

Invested  capital  adjusted $76,324.44 

Explanation  of  Adjustments 

(a)  It  has  been  determined  that  the  amount  of 
$25,000.00  represents  money  paid  in  for  stock  instead 
constituting  borrov^ed  capital  as  claimed  in  your  re- 
turn. Accordingly,  the  amount  of  equity  invested 
capital  shown  in  your  return  is  increased  by  $25,- 
000.00. 

(b)  There  is  added  to  the  equity  invested  capital 
shown  in  your  return  the  amount  of  $13,750.00  rep- 
resenting 25  per  cent  of  new  capital,  $55,000.00,  paid 
in  during  a  taxable  year  beginning  after  December 
31,  1940,  not  previously  claimed  by  you,  in  accord- 
ance with  section  718(a)(6)  of  the  Internal  Revenue 
Code. 
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(c)  It  has  been  determined  that  the  amount  of  ac- 
cumulated earnings  and  profits  at  the  beginning  of 
the  taxable  year  was  $7,574.44  instead  of  the  amount, 
$7,112.67,  shown  by  your  return,  or  an  increase  of 
$461.77. 

(d)  In  computing  the  amount  of  invested  capital 
shown  by  your  return  you  included  the  amount  of 
$8,750.00  as  representing  average  borrowed  invested 
capital  resulting  from  money  paid  in  by  stockholders 
and  claimed  by  you  to  represent  borrowed  capital.  It 
has  been  determined,  in  item  (a)  above,  that  the 
money  paid  in  by  stockholders  constitutes  money 
paid  in  for  stock  or  as  a  contribution  to  capital.  Ac- 
cordingly, the  amount  of  average  borrowed  invested 
capital  reported  in  your  return  on  account  of  this 
transaction,  $8,750.00,  is  reversed. 

Computation  of  Excess  Profits  Tax 
Taxable  Year  Ended  December  31,  1943 

Excess  profits  net  income  $35,726.84 

Less:  Specific  exemption $5,000.00 

Excess  profits  credit   (8%  of  $76,324.44 
invested  capital)    6,105.96       11,105.96 

Adjusted  excess  profits  net  income $24,620.88 

Excess  profits  tax :  90%  of  $24,620.88 22,158.79 

(Limitation  under  section  710(a)  (1)  (B) 
not  applicable) 

Correct  excess  profits  tax  liability 22,158.79 

Excess  profits  tax  assessed : 

Original,  account  No.  400310 20,361.74 


Deficiency  of  excess  profits  tax $  1,797.0; 
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Computation  of  Income  Tax 
Taxable  Year  Ended  December  31,  1943 

Net  income  adjusted  $36,484.84 

Less :  Declared  value  excess-profits  tax $      758.00 

Income  subject  to  excess  profits  tax 24,620.88       25,378.88 

Surtax  net  income $11,105.96 

Normal-tax  net  income  $11,105.96 

Income  tax: 
Normal  tax : 

15%  of  $5,000.00 $    750.00 

17%  of  $6,105.96 1,038.01     $  1,788.01 

Surtax : 
10%  of  $11,105.96 1,110.60 

Correct  income  tax  liability $  2,898.61 

Income  tax  assessed: 

Original,  account  No.  411070  2,115.89 

Deficiency  of  income  tax $  782.7?- 

[Endorsed] :  T.C.U.S.  Filed  April  24,  1946.  [17] 


[Title  of  Tax  Court  and  Cause.] 

ANSWER 

The  Commissioner  of  Internal  Revenue,  by  his 
attorney,  J.  P.  Wenchel,  Chief  Counsel,  Bureau  of 
Internal  Revenue,  for  answer  to  the  petition  of  the 
above-named  taxpayer,  admits  and  denies  as  fol- 
lows : 

1,  2,  and  3.  Admits  the  allegations  contained  in 
paragraphs  1,  2,  and  3  of  the  petition. 
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4.  Denies  the  allegations  of  error  contained  in 
subparagraphs  (a),  (b),  and  (c)  of  paragraph  4 
of  the  petition. 

5.  Denies  the  allegations  contained  in  subpara- 
graph (a)  of  paragraph  5  of  the  petition. 

6.  Denies  each  and  every  allegation  contained 
in  the  petition  not  hereinbefore  specifically  ad- 
mitted or  denied. 

Wherefore,  it  is  prayed  that  the  determination 
of  the  [18]  Commissioner  be  approved. 

/s/  J.  P.  WENCHEL, 
Chief  Counsel, 
Bureau  of  Internal  Revenue. 

Of  counsel : 

B.  H.  NEBLETT, 
Division  Counsel. 

E.  C.  CROUTER, 
R.  E.  MAIDEN,  JR., 

Special  Attorneys, 
Bureau  of  Internal  Revenue. 

REM/emb  5/23/46 

[Endorsed] :  T.C.U.S.  Filed  May  29,  1946.  [19] 
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MOTION  TO  AMEND  PETITION   TO 
CONFORM  TO  PROOF 

Comes  now  the  Petitioner,  by  its  attorney,  Mar- 
tin H.  Webster,  and  moves  this  honorable  Court 
to  grant  the  said  Petitioner  leave  to  file  an  amend- 
ment to  the  petition  already  on  file  in  this  cause, 
under  which  amendment  paragraph  5  (a)  of  the 
original  petition  shall  be  stricken  therefrom  and 
the  following  paragraph  5  (a)  substituted  therefor : 

^'5.  The  facts  upon  which  the  Petitioner  relies 
as  the  basis  of  this  proceeding  are  as  follows: 

(a)  Uncertainty  existed  at  the  time  of  incor- 
poration of  Petitioner  as  to  exactly  how  much 
money  would  be  needed  by  Petitioner  to  erect  a 
building  for  its  business  and  to  purchase  the  equip- 
ment required  therefor,  although  it  was  thought 
that  Thirty  Thousand  Dollars  ($30,000)  would 
probably  be  sufficient.  Accordingly^  the  [20]  orig- 
inal capitalization  of  Petitioner  was  planned  to 
consist  of  the  issuance  of  One  Thousand  Five  Hun- 
dred (1500)  shares  of  capital  stock  at  the  par 
value  of  Ten  Dollars  ($10.00)  each,  or  a  total  of 
Fifteen  Thousand  Dollars  ($15,000)  as  a  capital 
contribution,  and  approximately  Fifteen  Thousand 
Dollars  ($15,000)  from  the  stockholders  of  Peti- 
tioner as  loans.  A  total  of  Fifty-Five  Thousand 
Dollars  ($55,000)  was,  in  fact,  required  for  the 
construction  of  the  building  and  the  equipment 
thereof.   Thirty  Thousand  Dollars  ($30,000)  of  this 
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requirement  was  satisfied  by  the  issuance  by  the 
corporation  of  Three  Thousand  (3000)  shares  of 
its  common  stock  at  the  par  value  of  Ten  Dollars 
($10.00)  per  share;  and  the  balance  of  the  issuance 
by  Petitioner  of  Twenty-Five  Thousand  Dollars 
($25,000)  of  its  promissory  notes,  repayable  in  two 
years,  bearing  interest  at  the  rate  of  six  percent 
per  annum.  Interest  was  in  fact  accrued  and  paid 
on  these  notes,  the  books  of  Petitioner  recorded  the 
interest  as  an  expense,  and  the  advances  to  it  by 
its  stockholders  as  loans.  The  Commissioner  has 
erroneously  considered  these  loans  as  in  fact  cap- 
ital contributions.''  [21] 

The  reason  for  this  motion  is  that  the  proof  in 
the  trial  of  this  matter  differs  from  the  allegations 
contained  in  paragraph  5  (a)  of  the  original  peti- 
tion, and  this  motion  is  made  in  order  to  conform 
said  pleading  to  the  proof. 

Respectfully  submitted, 

/s/  MARTIN  H.  WEBSTER, 
Counsel  for  Petitioner. 

Dated:  December  8,  1947. 

[Endorsed] :  T.C.U.S.  Filed  Dec.  12,  1947.   [22] 
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[Title  of  Tax  Court  and  Cause.] 

ANSWER  TO  THE  AMENDMENT  TO 
PETITION 

The  Commissioner  of  Internal  Revenue,  by  his 
attorney,  Charles  Oliphant,  Chief  Counsel,  Bureau 
of  Internal  Revenue,  for  answer  to  the  amendment 
to  paragraph  5(a)  of  the  original  petition  of  the 
above-named  taxpayer,  says: 

5(a).  Denies  the  allegations  contained  in  para- 
graph 5(a)  of  the  amendment  to  the  original  pe- 
tition. 

Wherefore,  it  is  prayed  that  the  determination 
of  the  Commissioner  be  approved. 

/s/  CHARLES  OLIPHANT, 
Chief  Counsel, 
Bureau  of  Internal  Revenue. 

Of  counsel: 

B.  H.  NEBLETT, 
Division  Counsel. 

E.  C.  CROUTER, 
R.  E.  MAIDEN,  JR., 

Special  Attorneys, 

Bureau  of  Internal  Revenue. 

REM/vp  12/23/47 

[Endorsed] :  T.C.U.S.  Filed  Dec.  26,  1947.   [23] 
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The  Tax  Court  of  the  United  States 

Wilshire  and  Western  Sandwiches,  Inc,  Petitioner, 
V.  Commissioner  of  Internal  Revenue,  Re- 
spondent. 

DOCKET  No.  10638 

Martin  H.  Webster,  Esq.,  and  Jacob  Shearer, 
Esq.,  for  the  petitioner. 

R.  E.  Maiden,  Jr.,  Esq.,  for  the  respondent. 

MEMORANDUM  FINDINGS  OF  FACT 
AND  OPINION 

Disney,  Judge:  This  proceeding  involves  defi- 
ciencies of  $599.87  and  $782,72  in  income  tax  for 
the  years  1942  and  1943,  respectively,  and  a  defi- 
ciency of  $168.31  in  declared  value  excess  profits 
tax  and  $1,797.05  in  excess  profits  tax  for  1943.  The 
issue  is  whether  the  respondent  erred  in  disallow- 
ing as  deductions  for  interest  $1,500  in  1942  and 
$1,443.36  in  1943.  The  stipulation  of  facts  filed  by 
the  parties  is  incorporated  herein  by  reference  as 
part  of  our  findings  of  fact.  [24] 

FINDINGS  OF  FACT 

The  petitioner  was  incorporated  on  March  24, 
1941,  under  the  laws  of  California,  with  an  au- 
thorized capital  stock  of  7,500  shares  of  common 
stock,  par  value  $10  each,  for  the  purpose  of  en- 
gaging in  the  drive-in  restaurant  business.  The  in- 
corporators of  petitioner  were  M.  A.  McDonnell, 
William  H.  Simon,  Mike  Lyman,  and  Harry  B. 
Carpenter.  Its  articles  of  incorporation  empow- 
ered  petitioner,    among    other   things,    to    borrow 
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money  and  issue  its  notes  therefor.  It  kept  its  books 
and  prepared  its  returns  on  the  accrual  basis.  It 
filed  its  returns  for  the  taxable  years  with  the  col- 
lector for  the  sixth  district  of  California. 

Discussions  resulting  in  the  formation  of  peti- 
tioner started  the  early  part  of  1941.  The  original 
plan  was  to  operate  a  combination  drive-in  and 
restaurant  and  cocktail  room  at  Wilshire  and  West- 
(111  Avenues,  as  a  substitute  for  an  old  drive-in 
restaurant  then  being  operated  by  Carpenter  a 
block  away.  A  lease  was  negotiated  und^r  the 
terms  of  which  the  lessor  was  to  erect  suitable  im- 
])rovements  at  a  cost  of  about  $75,000.  Carpenter 
did  not  desire  to  operate  a  combination  restaurant 
on  account  of  its  size.  In  the  meantime,  Simon, 
acting  for  himself,  negotiated  a  lease  for  another 
corner  of  Wilshire  and  Western  Avenues  for  the, 
purpose  of  operating  a  drive-in  restaurant.  There- 
after, but  before  petitioner  was  incorporated,  the 
interested  parties  abandoned  the  plan  under  con- 
sideration and  decided  to  construct  a  drive-in  res- 
taurant on  the  lot  covered  by  the  lease  negotiated 
by  Simon. 

About  April  1941  petitioner's  incorporators  dis- 
cussed for  the  first  time  the  question  of  financing 
the  construction  of  the  restaurant  out  of  advances 
by  them  to  petitioner  for  the  purchase  of  its  stock 
and  as  loans.  The  original  [25]  intention  was  to 
iriake  advancers  totaling  $30,000  for  stock  and  loans 
on  an  equal  basis.  The  individuals  desired  to  be  in 
a  position  to  participate  with  general  creditors  for 
part  of  their  investment  in  the  event  petitioner's 
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business  was  not  successful.  In  addition,  they  re- 
garded a  loan  to  be  a  better  investment  than  stock 
to  obtain  returns  on  and  repayment  of  their  cap- 
ital outlay.  The  individuals  discussed  the  question 
of  borroAving  money  from  a  bank  and  decided  that 
Ihey  would  rather  receive  the  interest  than  to  have 
petitioner  pay  it  to  a  bank.  They  also  discussed 
the  tax  benefit  that  would  accrue  to  them  and  pe- 
titioner under  the  plan.  Simon,  who  with  his 
brother  Mike  Lyman  was  regarded  as  a  unit  in  the 
transaction,  considered  his  contemplated  loan  to  be 
a  safe  investment.  The  same  individuals,  or  some 
of  them,  entered  into  similar  transactions  for  the 
same  reasons  with  nine  other  corporations,  one  each 
in  1937  and  1939,  six  in  1941,  and  one  in  1942.  In 
all  except  two  of  the  transactions,  the  notes  re- 
ceived for  loans  were  in  proportion  to  the  stock 
received. 

Simon  negotiated  for,  and  on  April  26,  1941, 
entered  into,  a  lease  for  a  corner  lot  at  Wilshire 
Boulevard  and  Western  Avenue,  Los  Angeles,  for 
a  period  of  15  years.  The  lease  provided  for  the 
improvement  of  the  premises  by  a  drive-in  restau- 
rant building  at  a  cost  of  not  less  than  $30,000.  The 
lease  was  acquired  by  Simon  with  the  understand- 
ing that  he  would  assign  it  to  petitioner,  and  was 
assigned  by  him  to  petitioner  in  July  1941.  The 
understanding  was  that  Carpenter  would  supervise 
the  construction  of  the  building  and  operate  the 
business.  Three  of  the  four  individuals  estimated 
that  the  improvements,  including  equipment,  would 
cost  about  $30,000.   Carpenter,  the  other  individual, 
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first  believed  that  the  cost  would  be  about  $50,000, 
and  in  [26]  July  1941,  concluded  that  the  cost 
would  be  $38,000  or  $39,000.  Simon  and  Carpenter 
estimated  that  the  cost  of  the  equipment  would 
about  equal  the  cost  of  the  building. 

About  June  15,  1941,  bids  were  solicited  for  the 
construction  of  the  building  on  the  leased  premises, 
and  on  July  10,  1941,  a  contract  was  entered  into 
for  the  construction  of  a  building  at  a  cost  of  $22,- 
651.  The  construction  work  was  substantially  com- 
pleted about  October  25,  1941,  and  the  restaurant 
was  opened  for  business  about  November  5,  1941. 

The  incorporators  of  petitioner  made  the  follow- 
ing payments,  totaling  $55,000,  to  petitioner  in  1941 
imder  the  plan  previously  adopted  by  them. 


McDonnell 

Simon 

Lyman 

Carpenter 

May 

$3,333.33 

$       

$       

$       

June 

1,666.67 

1,666.66 

3,333.34 

Alienist 

2,500.00 

2,500.00 

September 

5,000.00 

5,000.00 

October 

2,500.00 

2,500.00 

Nov.  18 

2,500.00 

2,500.00 

Nov.  10 

10,000.00 

5,000.00 

The  payments  made  on  November  13th  and  19th 
were  agreed  upon  at  an  informal  meeting  held  on 
November  12.  At  the  same  meeting  the  parties 
reached  an  agreement  on  the  division  of  the  ad- 
vances between  stock  and  notes.  At  the  time  the 
advances  prior  to  November  were  made,  the  indi- 
viduals intended  that  stock  would  be  issued  foi  one- 
lialf  thereof,  and  notes  for  the  remainder.  No  re- 
ceipts were  given  by  petitioner  foi*  the  advances. 
The  money  was  first  used  to  pay  for  the  cost  of 
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preparing  plans  and  specifications  for  the  build- 
ing, and  thereafter  for  the  construction  of  the 
building  and  the  equipment  installed  therein.  The 
amount  of  $38,114.68  was  spent  in  1941  for  the 
building  and  $17,515.78  for  equipment,  a  total  of 
$55,630.46.  In  January  1942,  the  additional  amount 
of  $2,375  was  spent  for  building  costs  and,  in  that 
and  the  next  month  the  additional  amount  ot  $7,- 
787.26  was  spent  for  equipment.  An  expenditure  of 
$55,000  was  necessary  to  place  the  restaurant  in 
condition  to  open  for  business. 

About  February  1,  1942,  petitioner  borrowed 
$10,000  from  its  stockholders  to  pay  bills  outstand- 
ing for  the  construction  of  the  building  and  equip- 
ment of  the  restaurant.  Carpenter  and  McDonnell 
each  loaned  one-third  of  the  amount  and  Sunon  and 
Lyman  each  a  one-sixth.  Carpenter  did  not  advise 
the  other  stockholders  of  the  need  for  the  money 
until  a  short  time  before  the  loans  w^ere  made.  The 
loans  were  paid  on  September  7,  1942,  without 
interest. 

About  July  14,  1941,  petitioner,  pursuant  to  a 
resolution  adopted  by  its  Board  of  Directors  on 
that  day,  filed  an  application  with  the  Department 
of  Investment  of  the  State  of  California  for  per- 
mission to  issue  1,500  shares  of  its  stock  for  cash 
to  its  incorporators,  and  G.  C.  Jobson,  and  the  re- 
mainder of  its  stock  when  authorized  by  its  Board 
of  Directors.  The  application  recited  that  petition- 
er proposed  to  borrow  from  the  stockholdeis  or 
incorporators  an  additional  amount  sufficient  to 
complete  the  building  and  equip  it  for  the  opera- 
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tion  of  a  restaurant.  At  the  same  meeting,  Car- 
penter was  elected  president  and  Simon  vice  presi- 
dent of  petitioner.  On  July  17,  1941,  the  Commis- 
sioner of  Corporations  authorized  petitioner  to  sell 
to  the  individuals  named  in  its  ai^plication  for  cash, 
at  par,  not  to  exceed  7,500  shares  of  its  stock. 

At  a  meeting  of  the  Board  of  Directors  of  peti- 
tioner, the  membership  of  which  included  the  four 
incoi'porators,  on  November  13,  1941,  a  resolution 
was  adopted,  in  accordance  with  an  agreement 
reached  at  an  informal  meeting  the  [28]  previous 
day,  to  issue  to  the  incorporators  for  advances 
made  by  them  promissory  notes,  totaling  $25,000, 
maturing  in  two  years  with  interest  at  the  rate  of 
6  per  cent  per  annum,  payable  quarterly,  and  stock, 
totaling  $30,000,  as  follows: 


Carpenter 

McDonnell 

Simon 

Lyman 

Stock 

$10,000.00 

$10,000.00 

$5,000.00 

$5,000.00 

Notes 

8,333.34 

8,333.33 

4,166.67 

4.166.66 

The  stock  and  notes  authorized  by  the  resolu- 
tion were  issued  under  date  of  November  13,  1941, 
and  were  delivered  by  December  5,  1941.  In  case 
of  default  in  the  payment  of  interest,  the  notes 
were  to  be  immediately  due  and  payable  at  the  op- 
tion of  the  holder.  On  November  25,  1941,  50  shares 
each  of  the  stock  issued  to  Simon  and  Lyman  were 
transferred  to  Joseph  Lardemar,  in  accordance 
with  a  gift  made  of  the  stock  prior  to  November 
13,  1941. 

Carpenter  expected  the  notes  to  be  paid  if  pe- 
titioner had  funds  for  that  purpose.  Simon  ex- 
pected the  notes  to  be  paid  out  of  current  earnings 
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and  would  not  have  insisted  upon  paj^ment  if  pay- 
ment would  have  caused  financial  hardship  to  pe- 
titioner. 

Amounts,  totaling  $3,055.86,  were  paid  to  the 
noteholders  on  December  1943,  as  interest  on  the 
notes  to  November  30,  1943.  Like  payments,  aggre- 
gating $682.10,  were  paid  on  March  23,  1945.  The 
amounts  were  entered  on  the  books  of  petitioner 
as  a  charge  to  an  account  under  the  name  of  ^'In- 
terest Payable  Accrued,''  which  account  was 
opened  in  February  or  March  1943,  as  of  the  close 
of  1942,  with  a  credit  to  the  account  as  interest 
accrued  on  the  notes  to  December  31,  1942.  The 
face  amount  of  the  notes  was  paid  in  full  by  pay- 
ments of  $10,000  each,  on  April  21,  1943,  and  May 
23,  1944,  and  $5,000  [29]  on  March  23,  1945.  The 
payment  to  the  holder  of  each  note  was  in  propor- 
tion to  his  holdings  of  all  of  the  notes. 

In  October  1941,  Carpenter  requested  a  certified 
public  accountant  to  outline  a  set  of  books  for 
petitioner's  bookkeeper  to  install  and  use.  After 
receiving  the  minutes  of  petitioner,  the  accoimtant 
prepared  a  list  of  entries.  The  journal  entry 
showed  that  petitioner  was  incorporated  with  a 
capital  of  $75,000,  consisting  of  7,500  shares  of  a 
par  value  of  $10  each.  The  outline  of  accounts  to 
be  used  included  an  account  for  notes  payable. 
Carpenter  did  not  inform  the  account  that  part  of 
the  advances  made  by  the  incorporators  was  to  be 
treated  as  loans  to  the  corporation. 

Petitioner's  account  under  the  name  of  '^ Capital 
Stock  Unissued"  contained  a  charge  of  $75,000  and 
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a  credit  of  $55,000  on  December  31,  1941.  Its  ac- 
count ^^ Stock  Subscriptions  Receivable''  contained 
at  that  time  a  charge  of  $55,000  and  a  credit  for 
the  same  amount.  The  books  also  showed  capital 
stock  of  $75,000,  of  which  $55,000  was  set  aside 
against  an  account  under  the  name  of  **Cash  Spe- 
cial $55,000."    The  books  did  not,  on  December  31, 

1941,  reflect  any  notes  payable  to  stockholders. 
Sometime   between  January   15   and   March   7,   in 

1942,  the  accountant  took  a  trial  balance  from  pe- 
titioner's books  for  the  i)urpose  of  preparing  pe- 
titioner's income  tax  returns  for  1941.  The  balance 
sheet  included  in  the  income  and  declared  value 
excess  profits  tax  return  listed  as  an  asset  capital 
stock  subscriptions  in  the  amount  of  $55,000  and 
as  a  liability  a  like  amount  for  capital  stock.  The 
return  was  signed  by  Carpenter,  as  president,  and 
H.  B.  Carpenter,  Jr.,  as  treasurer,  without  objec- 
tion to  the  return  as  prepared  by  the  accountant 
or  reading  the  return.  Petitioner's  president  w^as 
aware  that  the  affidavit  he  signed  contained  a  state- 
ment that  the  return  was  correct.  [30] 

In  Aj)ril  or  May  1942,  petitioner  employed  another 
accountant  to  examine  its  books.  The  accountant 
had  knowledge  that  the  stockholders  of  petitioner 
held  notes  of  the  corporation.  He  ascertained  from 
a  trial  balance  taken  as  of  December  31,  1941,  that 
the  books  did  not  reflect  the  notes  issued  to  the 
stockholders  under  the  date  of  November  13,  1941, 
and  erroneously  reflected  the  capital  stock  out- 
standing. After  discussing  the  matter  with  Car- 
penter and  Simon,  the  accountant  made  entries  in 


vs.  Commissioner  of  Internal  Revenue         35 

the  books  to  reflect  notes  outstanding  of  $25,000 
and  capital  stock  outstanding  of  $30,000.  While  the 
accountant  was  preparing  petitioner's  income  tax 
return  for  1942,  he  ascertained  that  no  amount  had 
been  accrued  for  interest  on  the  notes.  An  .appro- 
priate account  was  then  opened  and  the  amoimt  of 
$1,687.50  w^as  entered  therein  as  interest  accrued 
on  the  notes  to  the  close  of  1942.  Thereafter  in- 
terest was  accrued  on  the  notes  monthly. 

The  earned  surplus  account  of  petitioner  dis- 
closes credit  balances  of  $2,468.16,  $9,740.40,  $17,- 
980.01,  $45,752.61,  $51,349.06,  and  59,289.40  at  the 
close  of  the  years  1941  to  1946,  inclusive.  The  ac- 
count contains  no  charge  for  dividends. 

Petitioner's  president,  w^ho  testified  at  the  hear- 
ing, was  at  an  undisclosed  time  indicted  in  a  Fed- 
eral district  court  in  California  for  filing  false  and 
fraudulent  individual  returns  and  like  returns  for 
a  firm  doing  business  under  the  name  of  Carr)en- 
ter's  Drive-In.  At  the  trial.  Carpenter  entered  a 
plea  of  nolo  contendere  and  paid  a  fine,  imposed  by 
the  court.  No  sentence  of  imprisonment  was  im- 
posed by  the  court. 

In  its  returns  for  1942  and  1943  the  petitioner 
claimed  $1,500  and  $1,443.26,  respectively,  as  de- 
ductions for  interest  on  the  notes  held  by  its  [31] 
stockholders.  In  his  determination  of  the  deficien- 
cies the  respondent  held  that  the  amounts  were  not 
deductible  under  section  23(b)  of  the  Internal  Rev- 
enue Code. 
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OPINION 

The  disagreement  between  the  parties  is  whether 
the  notes  issued  to  the  stockholders  of  petitioner 
constitute  indebtedness  within  the  meaning  of  sec- 
tion 23(b)  of  the  Internal  Revenue  Code,  as  con- 
tended by  petitioner,  or  investments  in  and  contri- 
butions to  capital  of  petitioner,  as  contended  by  the 
respondent.  Petitioner  contends  that  Cleveland 
Adolph  Mayer  Realty  Corporation,  6  T.C.  730,  is 
determinative  of  the  issue  here.  The  respondent 
cites  Edward  G.  Janeway,  2  T.C.  197,  aff'd.,  147 
Fed  (2d)  602,  as  having  facts  similar  to  those  pre- 
vailing here. 

Promissory  notes  were  issued  for  the  am.ounts; 
the  instruments  and  accrued  interest  thereon  were 
belatedly  entered  in  the  corporate  books  as  such; 
interest  on  and  principal  of  the  notes  were  even- 
tually paid;  and  there  is  testimony  in  the  record 
that  the  parties  intended  the  amounts  as  loans.  The 
question  is  factual  and  such  evidence  must  be 
weighed  with  other  facts  of  record  to  determine 
the  true  character  of  the  amounts.  Joseph  B. 
Thomas,  2  T.C.  193;  Edw^ard  G.  Janeway,  supra; 
Doyle  V.  Mitchell  Bros.  Co.,  247  U.S.  179, 

The  general  plan  was  decided  upon  prior  to  any 
business  activity  of  petitioner  and  was  intended  to 
me(^t  capital  outlays  which  are  usually  paid  out  of 
invested  capital  and/or  secured  indebtedness.  Snn- 
ilai"  arrangements  were  made  by  the  stockholders,' 
or  some  of  them,  in  connection  with  other  corpora- 
tions formed  to  engage  in  the  restaurant  business. 
No  evidence  was  offered  to  [32]  establish  that  the 
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individuals  were  lenders  of  money  other  than  under 
plans  such  as  the  one  here  under  consideration. 

The  advances  here  have  few  of  the  usual  char- 
acteristics of  commercial  loans  entered  into  in 
arm's  length  transactions.  All  of  the  amounts  were 
paid  in  to  provide  petitioner  with  funds  to  start 
business,  hence  all  of  it  was  working  capita^.  The 
original  plan  was  to  take  stock  and  notes  on  an 
equal  basis  and  three  of  the  four  interested  parties 
estimated  that  an  expenditure  of  about  $30,000 
would  be  sufficient  to  open  the  restaurant  for  busi- 
ness. The  amount  of  $55,000  was  required  to  place 
the  restaurant  in  condition  to  commence  business, 
yet  there  was  no  agreement  to  advance  the  final 
$30,000  paid  in  until  November  12,  1941,  which 
was  a  week  after  the  restaurant  was  opened  for 
business,  and  until  then  no  final  agreement  was 
reached  on  the  proportions  of  the  advances  to  be 
regarded  as  loans  and  for  the  purchase  of  stock,  or 
the  terms  of  the  loans.  The  plan  finally  adopted 
and  made  effective  on  the  division  of  the  advances 
between  stock  and  notes  was  not  in  accordance  with 
the  agreement  originally  entered  into,  which  dis- 
closes that  the  parties  were  at  all  times  in  a  posi- 
tion to  divide  the  advances  between  stock  and  notes 
in  any  proportion.  The  portion  regarded  as  a  loan 
by  each  stockholder  was  in  direct  proportion  to  his 
holding  of  stock. 

Carpenter  committed  petitioner  to  pay  addition- 
al construction  costs,  in  the  amount  of  about  $10,- 
000,  without  the  consent  of  the  other  incorporators. 
Such  amount  was  borrowed,  without  interest,  from 
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the  stockholders  in  direct  proportion  to  stockhold- 
ings. The  loans  altered  the  ratio  of  stock  to  loans 
from  30-25  to  30-35,  and  is  evidence  that  the  indi- 
viduals were  not  dealing  with  petitioner  as  ^^raere 
lenders."  Some  of  the  funds  were  advancf^d  as 
early  as  [33]  May  1941,  yet  no  interest  thereon 
was  incurred  by  petitioner  prior  to  November  13, 

1941.  In  the  meantime,  there  was  no  agreement  on 
when  interest  would  start,  the  rate  of  interest,  or 
an  agreement  with  petitioner  on  when  the  loans 
would  mature,  contrary  to  the  manner  loans  are 
generally  made. 

The  treatment  of  the  notes  on  the  books  and 
payment  of  the  obligations  is  significant.  The  notes 
were  not  entered  in  the  books  until  April  or  May 

1942,  and  although  interest  was  payable  quarterly, 
none  was  accrued  on  the  books  until  1943  and  no 
interest  was  paid  until  December  1,  1943,  or  more 
than  two  years  after  the  notes  were  executed.  The 
terms  of  the  instruments  gave  to  the  holders  there- 
of the  right  to  declare  the  principal  and  interest 
immediately  due  and  payable  upon  default  in  the 
payment  of  interest  when  due.  No  evidence  was 
offered  that  any  of  the  note  holders  exercised  the 
right.  The  final  payment  on  the  notes  was  not  made 
until  March  23,  1945,  or  more  than  sixteen  months 
after  maturity,  and  the  payment  made  each  time 
to  each  was  in  direct  proportion  to  his  holdings  of 
all  of  the  notes.  No  evidence  was  offered  to  show 
an}^  demand  for  payment  at  maturity.  The  Si  0,000 
borrowed  about  February  1,  1942,  without  interest, 
was  paid  in  full  by  one  payment  made  on  Septem- 
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ber  7,  1942,  which  was  about  fifteen  months  before 
the  first  interest  payment  was  made  on  the  notes. 
No  additional  capital  was  invested  in  the  business, 
with  the  result  that  the  notes  were  paid,  as  the 
parties  intended,  out  of  operating  income. 

The  intent  of  the  parties  with  respect  to  a  part 
of  the  advances  as  bona  fide  loans,  is  reflected  in 
testimony  of  Simon,  who,  with  his  brother,  regard- 
ed as  a  unit  in  the  transaction,  and  Carpenter.  The 
former  testified  that  he  expected  the  note  to  be  paid 
at  maturity,  but  would  not  have  insisted  [34]  upon 
payment  if  payment  w^ould  result  in  financial  hard- 
ship to  petitioner.  The  latter  did  not  expect  pay- 
ment imless  petitioner  had  funds.  It  is  apparent 
from  the  testimony  that  they  did  not  intend  to 
assert  rights  of  a  bona  fide  lender;  instead  regard- 
ed the  amoimts  as  being  subject  to  the  risks  of  the 
business  and  looked  to  repayment  out  of  corporate 
earnings.  There  was  no  need  to  acquire  an  addi- 
tional proprietary  interest  for  the  amounts,  in  view 
of  the  fact  that  the  stock  issued  for  remainder  of 
the  advances  gave  each  stockholder  the  same  con- 
trol he  would  have  had  had  the  stock  alone  been 
issued. 

The  petitioner  had  earned  surplus  of  about  $51,- 
000  by  the  close  of  1945,  or  double  the  amoimt  of 
its  outstanding  stock,  yet  paid  no  dividends  on  its 
stock  during  that  period,  which  strongly  indicates 
that  the  stockholders  looked  to  the  notes  for  mcome 
on  their  investments  and  a  partial  return  of  capital. 

Testimony  is  present  that  hazards  of  the  res- 
taurant business  was  one  of  the  reasons  for  the 
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plan  adopted  and  carried  out.  Other  testimony  re- 
quires us  to  refuse  to  accept  it  at  its  face  value. 
Advances  totaling  $65,000  were  eventually  made  in 
a  venture  which  three  of  the  interested  parties 
thought  could  be  started  in  business  by  a  capital 
outlay  of  only  about  $30,000,  and  the  third,  Car- 
penter, about  $38,000.  Simon  thought  the  loan  was 
safe  and  all  of  them  preferred  the  plan  over  a 
bank  loan  for  the  amount  covered  by  the  notes. 
Such  opinions  and  action  is  opposed  to  the  idea 
that  the  parties  had  any  great  concern  about  the 
financial  success  of  the  business. 

Further  discussion  of  the  facts  seems  unneces- 
sary. The  substance  of  the  plan,  which  must  pre- 
vail over  the  form  thereof,  was  to  make  capital 
contributions,  subject  to  an  understanding  of  the 
particijDants,  that  they  would  be  repaid  in  full  if 
the  petitioner  had  sufficient  earnings  to  make  the 
pa3nTients  without  financial  hardship  to  it.  Ac- 
cordingly, 

Decision  will  be  entered  for  the  respondent. 

Entered  June  29,  1948.  [36] 

(Seal) 


1 
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The  Tax  Court  of  the  United  States 

Docket  No.  10638 

WILSHIRE  AND  WESTERN  SANDWICHES, 
INC., 

Petitioner, 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determination  of  the  Court,  as 
set  forth  in  its  Memorandum  Findings  of  Fact  and 
Opinion,  entered  June  29,  1948,  it  is 

Ordered  and  Decided:  That  there  are  deficiencies 
in  income  tax  of  $599.87  and  $782.72  for  the  years 
1942  and  1943,  respectively,  and  a  deficiency  of 
$168.31  in  declared  value  excess-profits  tax  and 
$1,797.05  in  excess  profits  tax  for  the  year  1943. 

(Seal)  /s/  R.  L.  DISNEY, 

Judge. 

Entered  June  29,  1948.  [37] 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

Tax  Court  Docket  No.  10638 

WILSHIRE  &  WESTERN  SANDWICHES, 
INC.,  a  corporation. 

Petitioner  on  Review, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent  on  Review. 

PETITION  FOR  REVIEW  OF  DECISION  OF 
THE  TAX  COURT  OF  THE  UNITED  STATES 

To   the   Honorable   Judges   of  the   United    States 
Circuit  Court  of  Appeals  for  the  Ninth  Circuit: 

Comes  now  Wilshire  &  Western  Sandwiches, 
Inc.,  a  corporation,  by  Swarts,  Tannenbaum,  Zif- 
fren  &  Steinberg  and  Jacob  Shearer,  its  attorneys, 
and  respectfully  shows: 

I. 

The  Petitioner  herein  referred  to  as  the  ^^  tax- 
payer," is  a  resident  of  Los  Angeles  County  in  the 
State  of  California,  and  its  address  is  3180  West 
Sixth  Street,  Los  Angeles  5,  California. 

The  Respondent  is  the  duly  appointed,  qualified, 
and  acting  Commissioner  of  Internal  Revenue  of 
the  United  [38]  States;  George  J.  Schoeneman, 
herein  referred  to  as  the  ^* Commissioner." 

The  taxpayer  filed  income  tax  returns,  excess 
profits  tax  returns  and  declared  value  excess  prof- 
its tax  returns  for  the  taxable  vears  1942  and  1943 
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with  the  Collector  of  Internal  Revenue  for  the 
Sixth  District  of  California,  whose  office  is  located 
within  the  Ninth  Judicial  Circuit,  wherein  the  tax- 
payer also  resides. 

II. 

The  Commissioner  determined  deficiencies  of  five 
hundred  ninety  eight  dollars  and  eighty  seven 
cents  ($598.87)  and  seven  hundred  eighty  two  dol- 
lars and  seventy  two  cents  ($782.72)  in  the  tax- 
payer's income  tax  for  the  years  1942  and  1943 
respectively  and  determined  deficiencies  of  one 
thousand  seven  hundred  ninety  seven  dollars  and 
five  cents  ($1,797.05)  and  one  hundred  sixty  eight 
dollars  and  thirty  one  cents  ($168.31)  in  the  tax- 
payer's excess  profits  taxes  and  declared  value  ex- 
cess profits  taxes  respectively  for  the  year  1943 
and  on  January  31,  1946,  in  accordance  with  the 
provisions  of  the  applicable  statute,  sent  to  the 
taxpayer,  by  registered  mail,  a  notice  of  the  afore- 
mentioned deficiency. 

Within  ninety  (90)  days  thereafter,  the  tax- 
payer filed  a  petition  for  review  by  the  Tax  Court. 
The  case  was  tried  and  submitted  and  on  June  29, 
1948,  the  Tax  Court  promulgated  a  decision  where- 
in it  ordered  and  decided  that  [39]  there  were  de- 
ficiencies in  the  amount  of  five  hundred  ninety 
eight  dollars  and  eighty  seven  cents  ($598.87)  and 
seven  hundred  eighty  two  dollars  and  sevent}^  two 
cents  ($782.72)  in  the  taxpayer's  income  taxes  for 
the  years  1942  and  1943,  respectively,  and  defi- 
ciencies in  the  amounts  of  one  thousand  seven  him- 
dred  ninety  seven  dollars  and  five  cents  ($1,797.05) 
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and  one  hundred  sixty  eight  dollars  and  thirty  one 
cents  ($168.31)  in  the  taxpayer's  excess  profits 
taxes  and  declared  value  excess  profits  taxes  re- 
spectively for  the  taxable  year  1943. 

III. 
The  aforesaid  deficiencies  resulted  from  a  de- 
termination by  the  Commissioner  that  the  sum  of 
fifteen  hundred  dollars  ($1,500.00)  accrued  m  the 
year  1942  and  of  one  thousand  four  hundred  forty 
three  dollars  and  twenty  six  cents  ($1,443.26)  ac- 
crued in  the  year  1943,  and  paid  by  the  taxpayer 
as  interest  on  loans  to  it  by  its  shareholders,  was 
not  deductible  from  gross  income  as  interest  on  an 
indebtedness  in  determining  its  net  income  subject 
to  tax.  The  capitalization  of  the  taxpayer  con- 
sisted of  the  issuance  of  three  thousand  (3,000) 
shares  of  capital  stock  at  the  par  value  of  ten  dol- 
lars ($10.00)  each,  or  a  total  of  thirty  thousand 
dollars  ($30,000.00)  as  capital  contribution.  In  ad- 
dition the  incorporators  of  the  taxpayer  agreed  to 
lend  the  taxpayer  such  amounts  of  money  as  might 
in  the  future  be  [40]  found  to  be  necessary  for 
these  purposes.  Pursuant  to  this  agreement,  some 
of  the  stockholders  of  the  taxpayer  loaned  sums 
of  money  to  the  taxpayer  in  the  aggregate  amount 
of  twenty  five  thousand  dollars  ($25,000.00).  All 
such  loans  were  evidenced  by  promissory  notes, 
were  payable  in  two  (2)  years  and  bore  interest 
at  the  rate  of  six  per  cent  (6%)  per  annum.  In- 
terest was  in  fact  accrued  and  paid  on  these  notes 
and  the  books  of  the  corporation  recorded  the  in- 
terest as  an  expense  and  the  advances  to  it  by  its 
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stockholders  as  loans.  The  Commissioner  contend- 
ed that  the  amounts  so  loaned  to  the  taxpayer  were 
capital  contributions  and  that  consequently  the 
amounts  paid  as  interest  were  not  paid  as  interest 
on  an  indebtedness  and  so  not  deductible  by  the 
taxpayer  from  its  gross  income  in  computing  its 
net  income  subject  to  tax.  The  Commissioner's  con- 
tention was  upheld  by  the  Tax  Court  and  taxpayer 
says  that  in  this  the  Tax  Court  committed  error. 

IV. 

The  taxpayer  says  in  the  record  and  proceedings 
before  the  Tax  Court  and  in  the  decision  and  final 
order  of  redetermination  rendered  and  entered  by 
the  Tax  Court,  manifest  error  occurred  and  inter- 
vened to  the  prejudice  of  the  Petitioner  and  as- 
signs and  avers  that  the  following  errors  and  ^ach 
of  them  occurred  in  said  record,  proceedings,  de- 
cision and  final  order  of  redetermination  and  that 
upon  [41]  these  it  relies  to  ?:'everse  said  decision 
and  final  order  of  determination  so  rendered  and 
entered  by  the  Tax  Court,  to  wit: 

1.  The  Tax  Court  erred  in  holding  that  the  sum 
of  fifteen  hundred  dollars  ($1,500.00)  accrued  in 
the  year  1942  and  of  one  thousand  four  hundred 
forty  three  dollars  and  twenty  six  cents  ($1,443.26) 
accrued  in  the  year  1943  and  paid  by  the  taxpayer 
as  interest  on  loans  by  its  shareholders,  was  not 
deductible  as  interest  on  an  indebtedness. 

2.  The  Tax  Court  erred  in  refusing  to  hold  that 
said  sums  mentioned  above  were  interest  on  an 
indebtedness  and  as  such  were  deductible  from  the 


46  Wilshire  &  Western  Sandtviches,  Inc, 

taxpayer's  gross  income  in  determining  its  net  in- 
come subject  to  taxation. 

3.  The  Tax  Court  erred  in  determining  that 
there  was  a  deficiency  in  the  taxpayer's  income 
taxes  for  the  taxable  years  1942  and  1943. 

4.  The  Tax  Court  erred  in  determining  that  there 
was  a  deficiency  in  the  taxpayer's  excess  profits  tax 
for  the  taxable  year  1943. 

5.  The  Tax  Court  erred  in  determining  that  there 
was  a  deficiency  in  the  taxpayer's  declared  value 
excess  profits  taxes  for  the  year  1943. 

Wherefore,  the  taxpayer  petitions  that  the  de- 
cision of  the  Tax  Court  of  the  United  States  be 
reviewed  by  the  [42]  United  States  Circuit  Court  of 
Appeals  for  the  Ninth  Circuit,  that  a  transcript  be 
prepared  in  accordance  with  the  law  and  with  the 
rules  of  said  Court  and  transmitted  to  the  Clerk 
of  said  Court  for  filing,  and  that  appropriate  ac- 
tion be  taken  by  said  Court  to  the  end  that  the 
errors  complained  of  may  be  reviewed  and  cor- 
rected. 

SWARTS,   TANNENBAUM,  ZIPFREN 
&  STEINBERG  and 
JACOB  SHEARER. 

By  /s/  JACOB  SHEARER, 

Attorney  for  Taxpayer. 

[Endorsed] :  T.C.U.S.  Filed  Sept.  20,  1948.  [43] 
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[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

NOTICE  OF  FILING  PETITION  FOR 
REVIEW 

To :  Charles  Oliphant,  Chief  Counsel  of  the  Bureau 
of  Internal  Revenue,  Washington,  D.  C. 

You  will  please  take  notice  that  on  the  20 th  day 
of  September  1948,  the  Petitioner  above  named 
filed  with  the  Clerk  of  the  Tax  Court  of  the  Fnited 
States  at  Washington,  D.  C,  a  petition  for  review 
by  the  United  States  Circuit  Court  of  Appeals  for 
the  Ninth  Circuit  of  the  decision  of  the  Tax  Court 
of  the  United  States  heretofore  rendered  in  the 
above  entitled  cause. 

A  copy  of  the  petition  for  review  as  filed  is  here- 
by attached  and  served  upon  you.  [44] 

Dated:  this  20th  day  of  September  1948. 

SWARTS,   TANNENBAUM,  ZIFFREN 
&  STEINBERG  and 
JACOB  SHEARER. 

By  /s/JACOB  SHEARER, 

Attorneys  for  Petitioner. 

ACKNOWLEDGMENT  OF  SERVICE 

Personal  service  of  the  foregoing  notice  together 
witli  a  copy  of  the  petition  for  review  is  hereby 
attached  this  27th  day  of  September  1948. 

/s/  CHARLES  OLIPHANT, 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Coun- 
sel for  Respondent. 

[Endorsed] :  T.C.U.S.  FUed  Sept.  27,  1948.  [45] 
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In  The  Tax  Court  of  the  United  States 

Docket  No.  10638 

WILSHIRE  AND  WESTERN  SANDWICHES, 
INC., 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

Court  Room  No.  229, 
United  States  Post  Office  and 
Court  House  Building, 
Los  Angeles,  California. 
December  3,  1947—2:30  p.m. 

(Met  pursuant  to  notice.) 

Before:  Honorable  Richard  L.  Disney,  Judge. 

Appearances :  Martin  H.  Webster — 215  West  Sev- 
enth Street,  Los  Angeles,  California,  and  Jacob 
Shearer — 650  South  Spring  Street,  Los  Aneeles, 
California,  appearing  for  the  Petitioner.  R.  E. 
Maiden,  Jr.  (Honorable  Charles  Oliphant,  Chief 
Counsel,  Bureau  of  Internal  Revenue) — appearing 
for  the  Respondent.  [47] 

PROCEEDINGS 

The  Clerk:  Docket  10638,  Wilshire  and  Western 
Sandwiches.  Inc.  For  the  Petitioner  Mr.  Paul 
Ziffren  and  Mr.  Jacob  Shearer. 

Mr.  Shearer:  Mr.  Jacob  Shearer  and  Mr.  Mar- 
tin H.  Webster.  I  think  he  is  of  record,  too, 
counsel. 

The  Clerk:     Yes. 
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Mr.  Shearer:  He  was  one  of  the  original  coun- 
sel. 

The  Court:     Is  he  present? 

Mr.  Webster:     I  am. 

The  Clerk:  Mr.  R.  E.  Maiden,  Jr.  for  the  Re- 
spondent. 

Mr.  Webster:     If  your  Honor  please — 

The  Court:  Just  a  moment.  It  seems  to  be  a 
question  as  to  whether  certain  deductions  for  inter- 
est were  allowable  because  of  the  contention  as  to 
whether  there  were  loans  or  capital  contributions. 
That  seems  to  be  your  situation.  State  the  matter 
for  the  Petitioner. 

OPENING  STATEMENT  ON  BEHALF  OP 
THE  PETITIONER 

By  Mr.  Webster: 

Mr.  Webster:  Your  Honor,  the  tax  years  in- 
volved are  the  calendar  years  1941,  1942  and  1943. 
As  your  Honor  has  already  stated,  the  issues  arise 
— one,  as  to  the  question  of  deductibility  of  inter- 
est, and  two,  as  to  the  computation  of  the  excess 
profits  tax  credit. 

The  Court:  Why  do  you  mention  1941?  It 
isn't  [49]  mentioned  in  the  petition.  The  petition 
says  1942  and  1943. 

Mr.  Maiden:  There  is  an  over-assessment  for 
1941  not  involved  in  this  proceeding,  if  the  Court 
please. 

The  Court:  The  Petitioner  says  nothing,  so  far 
as  I  can  see,  about  over-assessments.  I  have  no 
jurisdiction  over  assessments,  anyway. 
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Mr.  Webster:     That  is  right,  your  Honor. 

The  Court:     Proceed. 

Mr.  Webster:  The  question  as  to  the  excess 
profit  tax  computation  arises  by  reason  of  the  dif- 
ference in  computation.  If  the  moneys  in  question 
are  considered  equity  investment  capital,  which 
they  would  be  were  they  found  by  this  Court  to  rep- 
resent investments  for  the  purchase  of  stock  or 
boi'rowed  capital,  which  they  would  be,  if  the  Court 
finds  for  the  Petitioner  that  these  moneys  in  ques- 
tion were  loans. 

Stating  the  issue  very  simply,  it  seems  to  the 
Petitioner  that  this  case  turns  on  a  question  of 
intent,  as  to  the  intent  of  four  individuals  at  the 
time  in  1941  when  they  formed  a  corporation  for 
the  purpose  of  operating  a  drive-in  restaurant  op- 
eration on  Wilshire  Boulevard  and  Western  Ave- 
nue. 

For  this  purpose  they  formed  a  corporation. 
They  made  an  estimate  as  to  the  amount  of  money 
which  would  be  required  to  construct  the  drive-in 
and  equipment,  and  at  that  time,  at  the  time  that 
they  made  this  first  estimate  and  before  [50]  con- 
struction began  they  agreed  among  themselves  that 
7)robably  50  per  cent  of  the  moneys  so  required 
would  be  contributed  to  the  corporation  and  be  con- 
sidered by  the  corporation  as  for  the  purchase  of 
«tock. 

That  approximately  50  per  cent,  that  is,  the  bal- 
ance, was  intended  by  these  individuals  to  consti- 
tute a  loan. 

The    actual    construction    of    the    drive-in    com- 
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menced  in  July  of  1941;  shortly  prior  thereto  a 
meeting  had  been  held  of  the  board  of  directors  of 
this  corporation.  This  was  on  July  14th  of  1941. 
At  that  time  the  intent  and  agreement  which  I 
have  just  summarized  was  incorporated  in  those 
minuies,  the  minutes  of  that  meeting. 

Additionally,  still  just  prior  to  the  actual  con- 
struction, the  board  of  directors  authorized  an  ap- 
plication to  be  filed  with  the  Corporation  Commis- 
sioner for  permission  to  issue  stock,  and  in  this 
application  again  stated  its  general  plan  of  having 
a  part  loan-part  stock  setup.  A  permit  was  granted 
on  that  basis. 

Shortly  after  construction  commenced,  construc- 
tion of  the  drive-in,  it  was  found  that  the  actual 
costs  would  be  in  excess  of  the  estimates.  Accord- 
ingly, rather  than  issue  stock  immediately  upon  the 
granting  of  the  permit  by  the  California  Corpora- 
tion Commissioner,  the  board  of  directors  decided 
to  withhold  such  issuance  of  stock  until  such  time 
as  they  had  a  better  idea  of  how  much  the  total 
cost  would  be.  [51]  This  actual  figure  was  arrived 
at  or  believed  to  have  been  arrived  at  in  November, 
in  the  middle  of  November  of  1941. 

It  was  at  that  time  that  the  board  of  directors 
again  convened  and  agreed  upon  the  final  issuance 
of  stock  to  the  extent  of  $30,000.00.  They  also 
agreed  that  the  balance  of  the  amount  which  they 
had  thus  far  contributed  toward  the  cost  of  the 
drive-in  would  constitute  a  loan. 

Within  two  or  three  weeks  after  the  meeting 
notes  were  issued  in  the  amount  of  the  loan,  total- 
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ing  $25,000.00,  and  stock  certificates  were  duly 
issued  in  the  amount  of  $30,000.00. 

Thereafter,  all  activities  of  the  corporation  and 
of  the  individuals  were  consistent  w^ith  this  part 
loan-part  stock  setup,  except  for  the  manner  in 
which  the  books  and  tax  returns  were  handled.  And 
with  respect  to  that,  your  Honor,  we  projjose  to 
l)lace  upon  the  stand  the  accountant  who  came  in 
within  six  months  after  the  books  were  first  set  up. 
He  will  testify  to  the  errors  which  he  saw  and  also 
testify  further  to  the  correcting  of  those  errors 
Avhich  he  completed  within  approximately  six 
months  after  the  errors  had  first  been  made  and 
before  any  revenue  agent  came  in  to  raise  any  issue 
here. 

We  propose  further,  your  Honor,  to  present  testi- 
mony bringing  out,  not  only  the  presence  of  an 
intent  on  the  part  of  these  individuals  to  lend,  but 
also  a  good  business  purpose,  [52]  making  reason- 
able such  an  intent. 

Your  Honor,  it  was  hoped  at  this  time  that  a 
Mr.  Odell,  who  was  an  attorney,  the  attorney  who 
handled  all  of  the  corporate  transactions,  from  its 
inception,  and  is  still  handling  that  corporation 
today — it  was  hoped  he  would  be  here  to  be  able 
to  testify  as  to  certain  dates,  which  but  recently 
placed  in  issue,  dates  of  actual  delivery  of  stock 
certificates  and  actual  delivery  of  notes.  Mr.  Odell, 
imfortunately,  is  ill.  If  your  Honor  please,  I  should 
like  to  make  a  motion  at  this  time,  even  though  it 
is  a  little  out  of  sequence  in  an  opening  statement, 
that  in  the  event  it  is  considered  necessary  at  \\w 
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conclusion  of  this  case,  conclusion  of  the  presenta- 
tion of  this  case,  I  should  like  to  move  that  this 
Court  grant  permission  to  bring  Mr.  Odell  in  at 
a  later  date,  probably  next  week.  I  anticipate  he 
will  be  well  enough  to  come  in  to  testify  to  certain 
facts,  in  the  event  that  it  is  considered  that  those 
facts  have  not  been  adequately  brought  out  through 
the  testimony  that  we  propose  to  present  now. 

The  Court:  I  won't  pass  upon  that  motion  at 
this  time.  We  will  discuss  that  at  the  end  of  the 
trial. 

Mr.  Webster:  Very  good,  your  Honor.  Certain 
of  the  facts,  your  Honor,  have  been  stipulated  to. 

The  Court:  Let's  hear  the  Respondent's  state- 
ment. Have  you  finished  the  statement  of  issues? 
Let's  hear  the  [53]  Respondent's  statement,  and 
then  go  into  the  question  of  your  stipulation. 

OPENING  STATEMENT  ON  BEHALF  OF 
THE  RESPONDENT 

By  Mr.  Maiden: 

Mr.  Maiden:  If  it  please  the  Court,  of  course, 
I  am  not  apprised  beyond  the  stipulated  facts  of 
what  counsel  expects  to  prove  in  this  case,  in  sup- 
port of  their  contention  that  certain  of  the  advances 
made  by  these  stockholders  were,  in  fact,  and  in 
bona  fides,  loans  to  the  corporation. 

The  stipulation  of  fact,  which  we  have  prepared, 
sets  forth  the  formation  of  the  corporation  and 
one  of  the  minutes  and  the  permit  filed  with  the 
Corporation  Commissioner  for  the  right  to  issue 
immediately  1500  shares  of  the  stock,  and  the  sub- 
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sequent  right  to  issue  an  additional  5000  shares  for 
cash;  these  shares  having  the  value  of  $10.00. 

The  articles  of  incorporation  authorized  the 
issuance  of  7500  shares  of  a  par  value  of  $10.00  per 
share. 

It  is  the  Respondent's  position  in  this  case  that 
the  advances — that  no  part  of  the  advances  made 
by  these  stockholders  to  the  corporation  were,  in 
fact  and  in  bona  fides  loans  but  that  the  entire 
amount  of  the  advances  made  by  these  stockholders 
Avere  investments  in  the  business.  And  upon  that 
determination  the  Respondent  has  disallowed  de- 
ductions taken  by  the  corporation  in  1942  and  1943 
for  alleged  interest  payable  on  the  purported  loan 
obligations.  [54] 

I  believe  that  is  a  sufficient  statement  from  the 
Rspondent  as  to  our  position  in  the  case.  We  feel 
that  the  facts  will  support  our  contention  that 
there  were,  in  fact,  no  bona  fide  loans. 

The  Court:  Put  on  your  evidence  for  the  Peti- 
tioner. 

Mr.  Webster:  Your  Honor,  as  has  been  men- 
tioned, a  stipulation  has  been  entered  into  between 
Respondent  and  Petitioner  incorporating,  physi- 
cally incorporating  Exhibits  1-A  through  7-G.  In 
addition,  counsel  for  Respondent  is  in  possession 
of  the  original  tax  returns  for  the  calendar  years 
1941,  1942  and  1943,  which  are  not  physically  at- 
tached to  the  stipulation  but  which  can  be  submit- 
ted at  the  same  time.  They  are  referred  to  in  the 
stipulation  and  numbered  respectively  8-H  to  10-T. 
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Mr.  Maiden:  If  the  Court  please,  before  the 
filing  of  this  stipulation  I  note  what  appears  to  he 
a  typographical  error,  which  I  would  like  to  call  to 
counsel's  attention  so  we  may  correct  it  in  ink  be- 
fore we  hand  in  the  stipulation. 

Mr.  Webster:  Mr.  Maiden,  I  have  just  checked 
that  point  and  it  seems  proper. 

Mr.  Maiden:  Your  Honor,  there  seems  to  be 
an  irreconcilable  error  in  the  stipulation.  The  part 
of  it  that  is  obviously  in  error,  from  my  standpoint, 
is  a  copy  of  a  permit  filed  with  the  Corporation 
Commissioner — 

The  Court:  Why  don't  you  strike  that  from 
your  [55]  stipulation  and  then  later  when  you  find 
out  what  is  the  fact  file  a  separate  short  stipulation 
setting  forth  what  the  facts  are? 

Mr.  Maiden:  I  could  be  wrong  about  it  being 
an  error,  but  I  don't  see  how  I  can.  I  am  willing 
to  let  the  stipulation  go  in  Avith  the  understanding 
that  if  this  is  an  error  I  might  call  it  to  the  Court's 
attention  in  my  brief.  I  have  not  examined  the 
original  of  this  document.  I  have  relied  upon 
counsel's  statement  that  it  is  a  correct  copy  of  the 
original. 

The  Court:  Well,  what  if  then  you  still  don't 
agree  on  the  matter? 

Mr.  Webster :  I  have  examined  the  original  doc- 
ument and  believe  this  is  an  accurate  copy.  I  am 
willing  to  stipulate  to  that  effect,  that  we  admit 
this  stipulation,  file  the  stipulation  and  in  the  event 
that  the  point  now  being  raised  by  Mr.  Maiden  is 
accurate  and  that  an  error  has  been  made,  I  will 
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stipulate  that  the  change  can  be  interlined  in  pencil 
in  the  exhibit. 

Mr.  Maiden:  Your  Honor,  if  the  parties — if 
there  is  an  error  made  and  the  parties  are  able  to 
agree  upon  it,  why,  then  we  w^ill  call  it  to  the 
Court's  attention  in  the  brief.  Otherwise,  the  Re- 
spondent will  pass  it  up.  I  don't  think  it  is  of  any 
very  obvious  importance. 

The  Court:  Then  in  your  briefs  state  whether 
you  [56]  are  in  agreement  on  it. 

Mr.  Maiden:     Yes,  sir. 

The  Court:     Make  a  point  of  that. 

Mr.  Maiden:     Yes,  sir. 

The  Court:  If  I  hear  nothing  further  about  it, 
I  will  know  you  have  concluded  that  you  are  in 
error  and  that  the  stipulation  is  correct. 

Mr.  Maiden:  Yes.  And  in  order  to  point  up 
the  particular  place,  I  might  state  that  the  point 
in  question  occurs  at  page  7  of  Exhibit  4-D  to  th(^ 
stipulation,  which  will  now  be  offered.  It  relates 
to  whether  or  not  the  figure  5,000  at  the  top  of  that 
page  should  be  6,000  or  the  5,000. 

Now,  at  this  time  I  offer  the  original  and  one 
coi)y  of  the  stipulation  of  facts  which  the  parties 
have  entered  into  in  this  case. 

The  Court:  Let  the  stipulation  be  filed  and  the 
facts  therein  set  forth  will  be  received  in  evidence. 
Now  y)roduce  your  three  other  exhibits  referred  to 
in  your  stipulation. 

Mr.  Maiden:  Now^,  if  the  Court  please,  at  this 
time  in  order  to  complete  the  stipulation  T  now 
offer  in   evidence  as  Exhibits   Nos.   8-H,   9-1   and 
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10-J,  the  Corporation  Income  and  Declared  Value 
Excess-Profits  Returns  filed  by  the  Petitioner  foi' 
the  calendar  years  1941,  1942  and  1943,  and  I  ask 
that  the  Clerk  so  mark  these  exhibits  as  being  a 
part  [57]  of  the  stipulation. 

The  Court:  And  the  Petitioner  joins  in  this 
offer  of  these  three  instruments? 

Mr.  Webster:     Yes. 

The  Court:  Be  sure  that  the  Clerk  marks  them 
separately. 

Mr.  Webster:  The  1941  return  will  be  Exhibit 
Xo.  8-H. 

The  Clerk:     It  has  been  so  marked. 

Mr.  Maiden:  The  1942  return  will  be  marked 
9-1? 

The  Clerk:     That  has  been  done. 

Mr.  Maiden:  And  the  1943  return  will  be 
marked  10-J? 

The  Clerk:     Thank  you. 

(The  documents  above-referred  to  were  re- 
ceived in  evidence  and  marked  Joint  Exhibits 
8-H,  9-1  and  10-J.) 

Mr.  Maiden:  If  the  Court  please,  inasmuch  as 
these  are  original  returns,  I  would  like  to  have  per- 
mission— 

The  Court:  Permission  is  given  to  substitute 
photostatic  copies. 

Mr.  Maiden:     Thank  you. 

Mr.  Webster:     Mr.  Simon.  [58] 

Whereupon, 
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WILLIAM  H.  SIMON, 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioner, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows: 

The  Clerk:     Please  tell  us  your  name. 
The  Witness:     William  H.  Simon. 

Direct  Examination 

By  Mr.  Webster: 

Q.  Mr.  Simon,  you  are  in  the  restaurant  busi- 
ness ?  A.     Yes. 

Q.  And  how  long  have  you  been  in  that  busi- 
ness? A.     Oh,  somewhere  over  30  years. 

Q.    Mike  Lyman  is  your  brother,  is  that  correct  ? 

A.     Yes. 

Q.     And  he  is  in  the  restaurant  business,  also  ? 

A.    He  is. 

Q.     How  long  has  he  been  in  that  business? 

A.     Oh,  since  about  1919. 

Q.     Have  you  been  in  business  together? 

A.     Yes. 

Q.  In  what  proportion  have  you  shared  your 
business  deals?  A.     50-50. 

Q.  What  kind  of  restaurants  have  you  oper- 
ated? [59] 

A.  Well,  we  operate  drive-ins,  grills,  dairy  lunch 
rooms,  cafeterias,  coffee  shops. 

Q.  When  did  you  first  enter  the  drive-in  restau- 
rant business?  A.     Along  about  1935. 

Q.  Are  you  familiar  with  doing  business  as  a 
corporation  ?  A.     Yes. 
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Q.  When  did  you  first  commence  doing  business 
in  corporate  form? 

A.     Ever  since  we  went  in  business. 

Q.  Well,  now,  have  all  drive-ins  in  which  you 
have  acquired  interests  been  in  the  corporate  form  ? 

A.    Yes. 

Q.     So  that  at  least  since  1935 — 

A.     That  is  right. 

Q.  — your  drive-in  restaurants  have  been  in  cor- 
poration form?  A.     Yes. 

Q.  Have  your  other  business  ventures  involving- 
restaurants  been   as   corporations?  A.     Yes. 

Q.  Can  you  state  why  you  have  done  business 
in  the  corporate  form? 

A.  We  try  to  make  each  restaurant  stand  on  its 
own  feet.  [60]  In  other  words,  if  it  is  a  separate 
corporation  and  if  anything  should  happen  to  any 
particular  restaurant  it  doesn't  carry  down  the 
others,  the  rest. 

Q.  That  is,  you  have  also  adopted  a  policy,  ap- 
parently, of  having  a  separate  corporation  for  each 
restaurant  location.  A.     That  is  right. 

Q.  You,  Mr.  Simon,  have  formed  an  opinion,  I 
imagine,  as  to  the  safety  or  riskiness  of  the  restau- 
rant business.  Will  you  kindly  state  what  your 
opinion  of  the  restaurant  business  is,  in  general, 
from  that  point  of  view? 

A.  It  is  a  very  hazardous  business,  the  restau- 
rant business. 

Q.  Have  you  ever  operated  a  restaurant  which 
failed? 
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A.  We  never  operated  a  restaurant  that  failed; 
we  close  a  lot  of  restaurants. 

Q.     For  what  reason? 

A.     Lack  of  business,  out  moded. 

Q.  Mr.  Simon,  are  you  familiar  with  whether 
there  is  a  difference  between  lending  to  a  corpora- 
it  on  and  buying  stock  in  that  corporation? 

A.     I  am. 

Q.  Would  you  kindly  state  what,  in  your  opin- 
ion, that  difference  consists  of? 

A.  Well,  when  you  buy  stock  in  a  restaurant, 
in  a  corporation,  you  are  subject  to  just  your  divi- 
dends. That  is  [61]  Number  1.  And  you  just  come 
in  as  a  common  creditor;  you  just  come  in  as  a 
common  creditor  when  you  make  a  loan  to  a  cor- 
poration. You  don't  freeze  your  money,  you  be- 
come— you  are  sure  of  getting  your  money  back. 
If  you  don't  make  profit  in  that  particular  restau- 
rant you  can  get  it  back  out  of  depreciation. 

Q.  Let  me  clarify  in  my  own  mind  what  you 
stated  with  respect  to  your  position  as  a  stock- 
holder. As  a  stockholder  what  is  your  understand- 
ing of  your  position  in  the  event  that  the  restau- 
rant which  the  corporation,  of  which  you  are  a 
stockholder, — what  your  position  would  be  if  that 
restaurant  failed. 

Mr.  Maiden:  If  the  Court  please,  I  think  that 
is  an  improper  question.  It  calls  for  a  conclusion 
of  the  witness  on  a  point  that  seems  to  me  to  be  one 
of  law,  as  to  the  legal  effect  of  a  stockholder. 

The  Court:     Objection  sustained. 
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By  Mr.  Webster: 

Q.  Mr.  Simon,  have  you  discussed  this  differ- 
ence between  your  position  as  a  stockholder  and 
your  position  as  a  lender  with  your  brother  Mike 
Lyman?  A.     Many  times. 

Q.  In  the  past  it  has  been  stipulated,  that  is, 
we  have  agreed  that  in  the  past  you  and  your 
brother  have  gone  into  restaurant  ventures  in  which 
you  have  used  the  form  of  [62]  investing  a  portion 
of  your  money  for  the  purchase  of  stock  and  of 
lending  additional  money  for  which  you  received 
back  promissory  notes. 

Can  you  state  whether  the  reason  that  you  went 
into  those  deals  on  that  basis  was  this  distinction 
you  had  in  your  mind,  which  you  are  talking  about  ? 

A.  You  see,  if  we  loan  part  of  the  money  to  a 
corporation  if  anything  should  happen  to  that  cor- 
poration, where  it  would  go  broke,  then  we  become 
a  creditor  and  we  get  some  of  that  money  back  as 
a  creditor.  If  it  is  stock  we  just  lose  our  money. 
We  don't  have  any  chance  of  recovery. 

Q.  Mr.  Simon,  did  you  participate  in  the  forma- 
tion of  Wilshire  and  Western  Sandwiches,  Inc.? 

A.     I  did. 

Q.     When  was  this  deal  first  talked  about? 

A.     It  was  in  the  early  part  of  '41. 

Q.  Can  you  relate  the  circumstances  surround- 
ing the  original  discussions  about  the  drive-in  at 
Wilshire  and  Western? 

A.  You  mean  relative  to  Carpenter's  across  the 
street  ? 
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Q.     Yes,  that  is  right. 

A.  Carpenter  was  operating  a  drive-in  just  a 
block  away.  It  was  a  pretty  old  out-moded  drive- 
in.  At  that  time  we  were  figuring  on  going  in  with 
Carpenter  and  moving  the  drive-in  to  the  corner 
of  Wilshire  and  Western,  a  block  [63]  up. 

As  a  matter  of  fact,  a  lease  was  negotiated  where 
the  landlord  was  going  to  spend  some  seventy-five 
thousand  dollars  on  the  combination  drive-in  and 
restaurant  and  cocktail  room.  Right  before  the 
lease  was  to  be  signed  Carpenter  didn't  feel  he 
wanted  to  operate  a  combination  restaurant.  He 
thought  it  was  a  little  too  big  for  him.  In  the 
meantime  I  negotiated  for  the  corner  of  Western 
and  Wilshire,  the  other  corner — what  is  that,  the 
northwest  corner? 

Q.     That  is,  the  location  of  the  present  taxpayer  ? 

A.     The  present  drive-in,  yes. 

Q.     All  right. 

A.  I  was  going  to  put  a  drive-in  on  that  particu- 
lar corner  and  Carpenter  asked  me  to  let  him  put 
a  drive-in  on  that  particular  corner  and  forego  the 
other  proposition,  on  account  of  it  being  too  big. 

Q.  Now,  Mr.  Simon,  the  corporation  in  question, 
that  is,  Wilshire  and  Western  Sandwiches,  Inc., 
was  incorporated  in  March  of  1941.  It  is  also 
stipulated  that  you  signed  a  lease  on  this  property 
which  you  are  just  talking  about. 

A.     That  is  right. 

Q.     In  April  of  1941?  A.     That  is  right. 

Q.  Was  it  your  understanding  then  that  the 
lease  would  be  assigned  over  to  the  corporation? 
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A.     Yes. 

Q.  What  was  your  understanding  with  respect 
to  who  would  supervise  the  construction  of  the 
drive-in  and  operate  it? 

A.     Harry  Carpenter. 

Q.  Did  you  have  any  discussions  with  respect  to 
the  capital  structure  of  the  corporation? 

A.     Yes,  we  did. 

Q.     When  was  the  first  time  you  spoke  about  it? 

A.  Along  about  April,  I  should  imagine,  when 
we  discussed  Harry  Carpenter  taking  that  particu- 
lar corner  and  me  assigning  the  lease  to  Harry 
Carpenter. 

Q.  Who  was  present  at  the  time  of  those  discus- 
sions ? 

A.  There  was  Harry  Carpenter  and  my  brother, 
Mike  Lyman,  and  M.  A.  McDonnell. 

Q.     And  yourself?  A.     And  myself. 

Q.  What  was  the  nature  of  that  agreement  or 
what  was  the  nature  of  your  discussion? 

A.  We  discussed  what  we  thought  the  costs 
would  run  on  that  particular  drive-in,  and  we 
thought  it  would  run  around  $30,000.00. 

At  that  particular  meeting  we  further  discussed 
that  we  would  invest  50  per  cent  in  stock  and  make 
a  loan  at  50  per  cent.  [65] 

Q.  Are  you  speaking  about  a  formal  board  of 
directors'  meeting?  A.     No,  informal. 

Q.  The  actual  cost  was  greater  or  less  than  your 
estimate?  A.     Almost  twice  as  much. 

Q.     Mr.   Simon,  with  respect  to  this  particular 
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transaction  involving  Wilshire   and  Western,   did 
you  have  any  active  part  with  respect  to  this  de- 
cision you  have  just  spoken  about  going  in  on  a 
part  loan-part  stock  basis?  A.     Yes. 

Q.     What  was  in  your  mind  at  the  time? 

A.  I  had  other  commitments  for  other  restau- 
rants, and  I  didn't  want  to  freeze  all  my  money  in 
one  particular  unit.  I  just  wanted  to  invest  about 
50  per  cent  and  wanted  loans  for  the  other  50  per 
cent,  as  I  stated  before.  I  could  always  get  my 
money  back  if  the  restaurant  wasn't  a  success,  out 
of  depreciation.  Then  I  was  a  minority  stockholder 
and  if  I  made  a  full  investment  I  would  have  to 
depend  on  the  other  stockholders  voting  a  dividend. 
I  didn't  want  to  put  myself  in  that  position. 

Q.  Do  you  know  how  much  money  was  paid  in 
by  yourself,  Mr.  Lyman,  Mr.  McDonnell  and  Mr. 
Carpenter  during  the  year  1941? 

A.  I  think  it  was— I  think  we  paid  in  $30,000.00 
as  [66]  an  investment  and  $25,000.00  as  a  loan. 

Q.     What  was  the  total  amount  that  went  in? 

A.     $55,000.00. 

Q.  What  was  the  manner  in  which  the  corpora- 
tion evidenced  the  receipt  of  this  $55,000.00?  Do 
you  understand  what  I  mean? 

A.  No,  I  don't  quite  understand  what  you  are 
asking. 

Q.  Did  the  corporation  give  you  any  documents 
of  any  kind  which  evidenced  the  receipt  of  money 
from  you?  A.     No. 

Q.    Did  you  receive  any  stock  certificates? 
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A.  No,  not  at  that  time.  You  mean  after  it 
was  over? 

Q.  Well,  I  was  speaking — apparently  we  are  not 
together  on  the  date  at  which  we  are  speaking. 

A.    No. 

Q.  I  was  talking  about  the  entire  year  1941. 
You  have  testified  that  a  total  of  $55,000  was  ad- 
vanced. A.     That  is  right. 

Q.  I  asked  you  whether  the  corporation  issued 
any  kind  of  documents  to  either  you  alone  or  to  all 
four. 

A.  Yes,  they  did.  Along  about  the  fall  of  '41 
they  issued  stock  for  my  50  per  cent  that  I  in- 
vested, and  give  me  notes  for  the  50  per  cent  rep- 
resenting the  loan. 

Q.  Do  you  remember  how  much  in  stock  was 
given  to  you? 

A.  I  think  I  got  500  shares  and  Mr.  Lyman  got 
500   [67]  shares. 

Q.  Mr.  Simon,  I  show  you  what  purports  to  be 
a  promissory  note  of  Wilshire  and  Western  Sand- 
wiches, Inc.,  in  the  amount  of  $4,166.67,  dated  No- 
vember 13,  1941.    Do  you  recognize  this? 

A.    Yes. 

Q.  What  was  your  understanding  when  you  re- 
ceived this  note? 

A.     That  it  was  to  be  paid  back  as  a  loan. 

Q.     Did  this  represent  in  your  mind — 

A.     The  moneys  I  put  in. 

Q.     The  moneys  you  put  in?  A.    As  a  loan. 

Q.  What  was  your  intent  with  respect  to  the 
$4,166.67? 
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A.  That  was  a  loan,  I  loaned  the  corporation 
that. 

Mr.  Webster:  I  would  like  to  hand  this  for 
marking  as  Petitioner's  exhibit  next  in  order  for 
identification. 

Mr.  Maiden:  I  have  no  objection  to  its  being 
offered  in  evidence  at  this  time,  if  counsel  wants 
to  offer  it. 

Mr.  Webster:     I  do,  your  Honor. 

The  Clerk:     11. 

The  Court:     11,  you  say? 

The  Clerk:     Yes,  your  Honor,  please. 

The  Court:  Let  the  instrument  just  identified 
by  [68]  the  witness  be  admitted  in  evidence  as  the 
Petitioner's  Exhibit  No.  11. 

(The  check  above-referred  to  was  received 
in  evidence  and  marked  Petitioner's  Exhibit 
No.  11.) 
By  Mr.  Webster: 

Q.  Now,  it  has  been  stipulated  that  of  the  total 
moneys  which  you  advanced  and  that  total  it  has 
been  stipulated  is  $9,166.67,  a  portion  of  it  went  in 
in  May  or  thereabouts  of  1941,  and  some  more  of  it 
went  in  later,  and  a  final  amount  went  in  in  No- 
vember. 

Can  you  state  what  your  intent  was  at  the  time 
that  each  of  these  payments  was  made? 

A.  Well,  I  just  took  it  for  granted  that  50  per 
cent  was  an  investment  and  50  per  cent  was  a  loan. 

Q.  Did  you  have  in  mind  exactly  50  per  cent, 
Mr.  Simon?  A.     At  the  time  we  did,  yes. 
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Q.  When  did  the  drive-in  open  at  Wilshire  and 
Western?  A.     Some  time  in  November. 

Q.     Early  or  latter  part? 

A.     The  early  part  of  November. 

Q.  When  was  the  decision  made  as  to  the 
amount  which  would  be  represented  by  stock  and 
the  amount  which  would  be  represented  by  notes? 

A.     The  final  decision? 

Q.     Yes.  [69] 

A.  I  think  we  had  a  stockholders'  meeting  just 
about  that  time,  or  maybe  a  little  after  the  place 
opened  up;  just  shortly  after. 

Q.     Pardon  me? 

A.     Shortly  after  the  place  opened  up. 

Q.     Who  was  present  at  that  meeting? 

A.  Mr.  Carpenter,  Mr.  Lyman,  Mr.  McDonnell 
and  Mr.  Odell,  the  attorney,  and  myself. 

Q.     Where  was  that  meeting  held? 

A.     In  my  office  at  649  South  Olive  Street. 

Q.  Mr.  Simon,  I  show  you  a  page  titled  ^^  Writ- 
ten Consent  and  Waiver  of  Notice  of  Directors' 
Meeting"  which  is  dated  November  13,  1941,  and 
which  has  on  it  five  signatures.  I  ask  you  whether 
any  of  these  signatures  are  yours. 

A.     There  is  my  signature  (indicating). 

Q.     That  is  your  signature?  A.     Yes. 

Q.  Do  you  recollect  seeing  the  pages  which  are 
attached  to  this  waiver  of  notice? 

A.    Yes,  I  do. 

Q.     When  did  you  see  those? 

A.  Well,  it  was  at  my  office  some  time  in  No- 
vember. 
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Q.  Was  it  at  the  time  of  this  meeting  about 
which  you  are  speaking?  A.     Yes.    [70] 

Q.  These  pages  which  are  attached  to  this  writ- 
ten consent  and  waiver  of  notice  are  titled  ^^  Min- 
utes of  Meeting  of  Board  of  Directors  of  Wilshire 
and  Western  Sandwiches,  Inc." 

These  are  the  pages  which  were  attached  (indi- 
cating) ?  A.     Yes. 

Q.  Were  these  pages  prepared  at  the  time  you 
had  that  meeting?  A.     Yes,  they  were. 

Q.     Who  prepared  them? 

A.     Mr.  Odell,  the  attorney. 

Q.  Do  you  know  under  what  circumstances  these 
pages  were  prepared?  A.     No,  I  don't. 

Q.  Are  you  aware  of  the  contents  of  these  min- 
utes? 

A.  Several  days  before  this  meeting  was  called 
in  my  office  I  talked  to  Mr.  Carpenter  in  regard 
to  giving  up  part  of  my  interest  or  making  a  gift 
of  part  of  my  interest  and  a  part  of  Mr.  Lyman's 
interest  to  Joe  Lerdemer,  my  general  manager.  Mr. 
Lyman  and  myself,  we  each  gave  him  5  per  cent  of 
our  stock  as  a  gift. 

Q.  Mr.  Simon,  I  will  read  a  portion  of  these 
minutes  to  you  and  ask  you  whether  you  recall 
reading  this  before: 

''He — "  and  the  ''he"  referred  to  is  Mr.  Carpen- 
ter, the  treasurer — "stated  that  the  issuance  of  this 
permit  [71]  had  been  heretofore  brought  to  the  at- 
tention of  the  directors  individually  and  that  up 
to  this  time  the  following  persons  had  agreed  to 
take  and  pay  for  stock  as  follows: 
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''Harry  B.  Carpenter,  1000  shares,  $10,000.00. 

''M.  A.  McDonnell,  1000  shares,  $10,000.00. 

''William  H.  Simon,  50  shares,  $5,000.00. 

"Mike  Lyman,  500  shares,  $5,000.00. 

"It  was  further  reported  that  the  total  cost  of 
said  building  and  equipment  and  of  the  improve- 
ment of  grounds  and  accessories,  in  connection  with 
said  drive-in  sandwich  stand,  would  be  in  excess 
of  $55,000.00  and  that  pursuant  to  the  understand- 
ing and  agreement  between  said  corporation  and 
said  Carpenter,  McDonnell,  Simon  and  Lyman,  said 
persons  had  loaned  to  said  corporation  $25,000.00 
in  the  following  proportions: 

"Harry  B.  Carpenter,  $8,333.34. 

"M.  A.  McDonnell,  $8,333.33. 

"William  H.  Simon,  $4,166.67. 

"Mike  Lyman,  $4,166.66." 

I  ask  you  whether  the  contents  of  these  minutes, 
as  I  have  read  them  now,  was  a  matter  which  you 
read  yourself  previously?  A.     Yes.    [72] 

Q.  You  read  those  at  the  meeting  which  you 
spoke  about?  A.     That  is  right. 

Q.     Which  occurred  in  your  ofl&ce? 

A.     Yes. 

The  Court:     Don't  lead  your  witness. 

Mr.  Maiden:  Does  counsel  want  to  offer  that  in 
evidence  ? 

Mr.  Webster:     Yes. 

Mr.  Maiden:  I  have  no  objection,  if  the  Court 
please. 

The  Court:     Proceed. 
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The  Clerk:     Exhibit  12. 

The  Court:  The  minutes,  papers  attached  there- 
to, identified  by  the  witness,  are  admitted  in  evi- 
dence as  Petitioner's  Exhibit  No.  12. 

(The  documents  above-referred  to  were  re- 
ceived in  evidence  and  marked  Petitioner's  Ex- 
hibit No.  12.) 
By  Mr.  Webster: 

Q.  Mr.  Simon,  did  the  conversation  which  you 
had  with  Mr.  Carpenter  a  few  days  previously  dis- 
cuss at  all  the  contents  of  these  minutes? 

A.  There  was  something  discussed;  the  general 
construction  of  the  whole  thing,  yes. 

Q.  Did  you  speak  at  all  about  issuing  $30,000.00 
of  stock?  A.     No,  I  don't  think  so.  [73] 

Q.    You  don't  remember? 

A.     I  don't  remember. 

The  Court:  Don't  lead  your  witness.  Your  wit- 
ness said  he  didn't  think  so.  You  prompted  him 
to  say  he  didn't  remember.  You  are  going  to  hurt 
your  own  witness  and  your  own  case  by  leading  in 
such  a  way. 
By  Mr.  Webster: 

Q.  Mr.  Simon,  did  you  ever  receive  a  stock  cer- 
tificate of  Wilshire  and  Western? 

A.    Yes,  I  did. 

Q.     Can  you  recall  when  you  received  it? 

A.  It  ws  some  time  in  the  latter  part  of  No- 
vember. 

Q.  Was  that  the  only  certificate  which  you  ever 
received  ? 
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A.  No.  I  received  one  earlier,  but  then  we 
changed  the  amount  of  shares  that  Mr.  Lyman  and 
myself  were  going  to  get  by  giving  Mr.  Lerdemer 
a  gift  of  5  per  cent  apiece. 

Q.  Where  is  the  stock  certificate  which  you  re- 
ceived? A.     In  my  safety  deposit  vault. 

Q.  Has  Mr.  Lyman  received  a  stock  from  Wil- 
shire  and  Western?  A.     Yes,  he  has. 

Q.  Can  you  describe  the  circumstances  under 
which  he  received  the  stock  certificate? 

Mr.  Maiden:  If  the  Court  please,  I  object  to 
that.  [74]  I  think  it  would  be  hearsay.  I  think 
Mr.  Lyman  himself  out  to  testify  whether  he  re- 
ceived any  stock  and  when  he  received  it. 

The  Court :  This  witness  might  have  seen  it.  It 
wouldn't  be  hearsay.  He  is  not  asking  for  what 
was  said. 

The  Witness :     It  is  not  hearsay,  your  Honor. 

The  Court:  Just  answer  the  question.  We  will 
pass  upon  the  question,  as  to  whether  it  is  hearsay 
or  not. 

The  Witness:  Yes,  I  received  it  from  Mr.  Ly- 
man. 

The  Court:  Proceed  with  your  examination. 
The  objection  is  overruled. 

The  Witness:     I  received  it  from  Mr.  Lyman. 
By  Mr.  Webster: 

Q.     I  didn't  hear  your  answer. 

A.     I  received  the  stock  from  Mr.  Lyman. 

Q.  Mr.  Simon,  can  you  state  whether  you  in- 
tended to  purchase  stock  in  Wilshire  and  Western? 
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Mr.  Maiden:  That  is  a  leading  question.  I  ob- 
ject to  it. 

The  Court:     In  that  form  it  is  leading,  yes.  The 
objection  will  be  sustained. 
By  Mr.  Webster: 

Q.  Mr.  Simon,  when  you  received  the  note  which 
has  been  introduced  as  Petitioner's  Exhibit  11,  did 
you  expect  that  that  note  would  be  repaid?  [75] 

A.     I  certainly  did. 

Q.     When? 

A.     I  think  it  was  two  years  from  the  date. 

Q.  Mr.  Simon,  how  did  you  receive  the  stock 
and  note,  did  somebody  hand  it  to  you,  or  how  did 
you  receive  it? 

A.  Just  gave  it  to  me.  I  was  sitting  at  my  desk 
and  they  just  gave  me  the  stock  and  a  note. 

Q.  Did  you  receive  the  stock  and  note  at  the 
time  of  the  meeting,  that  you  recall? 

A.    I  don't  remember. 

Q.  Can  you  fix  a  time  when  you  received  the 
stock  and  note? 

A.  I  think  it  was  some  time  in  November,  the 
latter  part  of  November. 

Q.  Mr.  Simon,  it  has  been  stipulated  that  on 
April  21,  1943,  a  check  was  issued  to  you  by  Wil- 
shire and  Western  in  the  amount  of  $1,666.16,  and 
that  in  the  voucher  portion  of  the  check,  that  is, 
in  the  upper  left-hand  side  was  the  statement, 
*^ Payment  on  Note."  Do  you  recall  receipt  of 
this  check?  A.     Yes,  I  do. 

Q.  What  did  you  understand  at  the  time  of 
receipt  ? 
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A.     It  was  a  repaj^nent  on  the  note,  on  the  loan. 

Q.  On  May  23,  1944,  it  has  been  stipulated  that 
you  received  a  check  for  $1,667.17,  which  bore  a 
notation  in  the  [76]  voucher  portion  of  that  check, 
that  is  in  the  upper  left-hand  corner,  ^^Note  Ac- 
counts."    Do  you  remember  receiving  that  check? 

A.    Yes. 

Q.     What  was  your  understanding? 

A.     Repayment  of  the  loan. 

Q.  It  has  been  stipulated  on  March  23,  1945,  a 
check  for  $833.34  was  issued  to  you  marked  in  the 
voucher  portion  of  the  check,  ^^ Balance  on  Note.'' 
Do  you  remember  receiving  that  check? 

A.     Yes,  I  do. 

Q.     What  w^as  your  understanding? 

A.     As  a  repayment  of  the  loan. 

Q.  Mr.  Simon,  I  show  you  a  check  numbered 
2046  bearing  the  imprint  at  the  lower  right-hand 
corner,  ^^Wilshire  and  Western  Sandwiches,  Inc." 
It  is  made  out  to  you,  dated  December  1,  1943,  and 
is  in  the  amount  of  $509.31.  In  the  upper  left-hand 
corner  is  the  notation,  '^Interest  to  November  3rd 
inclusive."     Do  you  recall  receiving  that  note? 

A.    Yes. 

Q.     What  was  your  understanding  at  the  time? 

A.    It  was  interest  on  the  loan. 

Mr.  Webster:  I  would  like  to  offer  this  check 
as  Petitioner's  exhibit  next  in  order.  [77] 

Mr.  Maiden:     No  objection,  if  the  Court  please. 

The  Clerk:     Exhibit  13. 

The  Court:  Petitioner's  Exhibit  13  is  admitted 
in  evidence,  being  the  check  just  identified  by  the 
witness. 
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(The  check  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
13.) 

By  Mr.  Webster: 

Q.  I  show  you  Check  No.  4136,  bearing  the  im- 
print in  the  lower  right-hand  corner,  *' Wilshire 
and  Western  Sandwiches,  Inc."  It  is  made  out  to 
William  Simon  in  the  amount  of  $113.68.  It  bears 
in  the  upper  left-hand  corner  ''Interest  on  Note  to 
March  24th."    Do  you  remember  that  check? 

A.     Yes,  I  do. 

Q.     Do  you  remember  receiving  it? 

A.     I  do. 

Q.  What  was  your  understanding  at  the  time 
of  receipt?  A.     It  was  interest  on  the  loan. 

Mr.  Webster:  I  offer  this  as  Petitioner's  ex- 
hibit next  in  order. 

The  Clerk:     14. 

The  Court:  Petitioner's  Exhibit  14  is  admitted 
in  evidence. 

(The  check  above-referred  to  was  received 
in  evidence  and  marked  Petitioner's  Exhibit 
No.  14.)   [78] 

Q.  Do  you  remember  any  other  interest  pay- 
ment? A.     I  don't  remember. 

Q.  Did  you  pay  anything  further  into  Wilshire 
and  Western  Corporation  over  and  above  the 
amounts  which  we  have  already  talked  about? 

A.     Yes,  we  did. 

Q.     When  ? 

A.     It  was  after  the  place  was  opened,  Carpcm- 
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ter  told  us  that  he  needed  some  additional  $10,- 

000.00  to  pay  all  the  remaining  bills  outstanding. 

Q.  Can  you  recall  more  accurately  when  that 
was? 

A.  I  imagine  it  must  have  been  toward  the  end 
of  November. 

Q.  Do  you  identify  it  as  the  time  when  you  re- 
ceived the  note  and  stock? 

A.  No,  it  was  after  we  received  the  note  and 
stock. 

Q.     How  long  afterwards? 

A.  Oh,  maybe  a  couple  of  weeks  afterwards; 
maybe  longer.     Maybe  the  first  part  of  December. 

Q.     Did  Mr.  Carpenter  ask  you  for  any  money? 

A.     Yes,  he  did. 

Q.     Do  you  remember  how  much? 

A.  I  think  if  my  memory  serves  me  between  my 
brother  and  myself  we  put  up  around  a  third  of 
$10,000.00. 

Q.    And  yourself? 

A.     Half  of  that  amount.   [79] 

Q.     Half  of  a  third?  A.     Yes. 

Q.  What  did  Mr.  Carpenter  tell  you  with  respect 
to  this  money  which  he  asked  you  for? 

A.  Well,  he  says,  to  loan  the  corporation  this 
money  and  he  could  pay  it  back  in  a  short  time, 
not  to  take  any  notes  for  it  at  that  time. 

Q.  Did  you  expect  any  interest  on  that  transac- 
tion. 

A.     No,  because  it  was  going  to  be  paid  back. 

Q.  Mr.  Simon,  I  show  you  Check  No.  792  bear- 
ing the  imprint  in  the  lower  right-hand   corner, 
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^^ Wilshire  and  Western   Sandwiches,  Inc."  made 
out  to  William  Simon  in  the  amount  of  $1,666.67. 
In  the  upper  left-hand  corner  it  has  the  descrip- 
tion, ^^Note  Account." 

I  ask  you  if  you  remember  this  check. 

A.    Yes. 

Q.     Did  you  receive  it?  A.    Yes. 

Q.     What  was  your  understanding? 

A.    Repayment  of  loan. 

Q.     Which  loan  was  it  a  repayment  of? 

A.     Of  that  last  $10,000.00. 

Mr.  Webster:  I  offer  this  check  as  Petitioner's 
exhibit  next  in  order. 

Mr.  Maiden:  If  the  Court  please,  it  just  oc- 
curred [80]  to  me  we  have  been  wasting  time  and 
we  needn't  carry  this  procedure  further,  because 
at  page  6  of  our  stipulation  we  have  stipulated  on 
the  following  dates  checks  of  the  Petitioner  were 
issued  and  delivered  to  the  following  named  per- 
sons in  the  amounts  indicated,  with  an  explanation 
in  the  voucher  portion  of  each  check  as  follows, 
and  then  it  lists  each  of  the  charges  and  the  payee. 

Mr.  Webster:  Your  Honor,  that  is  certainly 
true,  but  there  is  nothing  in  the  stipulation  about 
the  understanding  of  the  recipient  of  these  checks. 

The  Court:  You  could  at  least,  considering  the 
state  of  your  stipulation,  take  the  stipulation  and 
ask  him  his  intent  on  each  of  these,  without  putting 
them  in  evidence,  without  taking  that  much  time. 

You  have  agreed  that  these  checks  were  issued 
and  delivered,  each  of  them.     In  other  words,  you 
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have  here  about  as  suiBcient  a  description  of  each 

of  these  checks  as  you  can,  I  take  it. 

Mr.  Webster:  If  I  may  interrupt,  I  believe 
counsel  for  Respondent  has  made  an  error.  I  have 
not  introduced  into  evidence  a  single  one  of  these 
checks  set  out  on  page  7,  if  those  are  the  checks 
he  is  speaking  of  at  the  moment. 

Mr.  Maiden:  It  is  my  point,  your  Honor,  that 
is  true. 

The  Court:     I  was  taking  you  at  your  word. 

Mr.  Maiden:     Yes,  I  made  a  mistake. 

The  Court:  We  will  be  recessed  at  this  time  for 
10  minutes. 

The  Clerk:     The  last  exhibit  number  is  15. 

The  Court:  Exhibit  15  will  be  admitted  in  evi- 
dence. 

(The  check  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
15.) 

(Short  recess  taken.) 

By  Mr.  Webster: 

Q.  Mr.  Simon,  in  previous  deals  have  you  ever 
used  bank  loans?  A.     Yes,  sure. 

Q.  Have  you  used  and  are  you  familiar  with 
doing  business  with  a  bank?  A.     Yes,  I  am. 

Q.  Did  any  discussion  ever  take  place  with  re- 
spect to  borrowing  from  a  bank  for  this  transac- 
tion? 

A.  Well,  there  was  some  discussion  about  going 
to  the  bank  and  borrowing  this  money,  and  I  felt 
that  it  was  a  good  loan  and  paid  6  per  cent  and 


78  WilsJiire  &  Western  Sandwiches,  Inc. 

(Testimony  of  William  H.  Simon.) 

I  thought  we  could  use  that  6  per  cent  as  well  as 

the  bank. 

Q.  Do  you  know  anything  about  the  books  of 
Wilshire  and  Western  Sandwiches,  Inc? 

A.     No,  I  don't. 

Mr.  Webster:     That  is  all.  [82] 

The  Court:     Cross  examination. 

Cross  Examination 
By  Mr.  Maiden: 

Q.  Mr.  Simon,  I  believe  the  stipulation  of  facts 
in  the  case  shows  that  this  Petitioner  was  incor- 
porated on  March  24,  1941.  I  believe  you  stated 
that  prior  to  that  time  you  had  discussed  with  Mr. 
Carpenter  the  formation  of  this  corporation  for  the* 
purpose  of  building  a  drive-in  restaurant  upon 
some  property  that  you  either  had  leased  at  the 
time  or  intended  to  lease,  is  that  right? 

A.     That  is  right. 

Q.  I  believe  the  stipulation  shows  that  a  lease 
was  to  be  taken  by  you  on  the  26th  day  of  April, 
1941.  And  I  believe  you  testified  that  it  was  your 
intention  at  the  time  of  obtaining  this  lease  to 
assign  the  lease  to  the  corporation. 

A.     That  is  right. 

Q.  It  was  your  understanding  that  the  corpora- 
tion would  then  assume,  under  the  lease,  the  obliga- 
tions that  you  yourself  had  assumed? 

A.     That  is  right. 

Q.  Now,  Mr.  Simon,  I  believe  you  stated  tliat 
you  had  been  in  the  restaurant  business  for  some 
25  or  30  years.  A.     Yes. 
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Q.  During  that  time  did  you  operate  drive-in 
[83]  restaurants  all  the  time  or  a  different  type  of 
restaurant  ? 

A.  No,  we  have  only  operated  drive-in  restau- 
rants since  1935. 

Q.     Briefly,  what  is  a  drive-in  restaurant? 

A.  Well,  a  drive-in  restaurant  is  a  restaurant 
that  an  automobile  drives  on  the  lot  and  you  serve 
the  customer  in  the  car. 

Q.  Now,  the  stipulation  shows  that  in  Febru- 
ary of  1941  a  corporation  by  the  name  of  Sjmrion's 
Beverly,  Inc.  commenced  business  and  that  William 
H.  Simon  was  one  of  the  stockholders  in  that  cor- 
poration.    That  is  correct,  is  it  not? 

A.     That  is  correct. 

Q.  The  stipulation  likewise  sets  forth  the  fact 
that  in  November  of  1941  Simon's  Florat,  Inc.  com- 
menced business  and  William  H.  Simon  was  one 
of  the  Stockholders,  is  that  true? 

A.     That  is  true. 

Q.     And  William  H.  Simon  is  yourself? 

A.    Yes,  sir. 

Q.  The  stipulation  further  shows  that  Simon's 
Five  Points,  Inc.  commenced  business  on  Novem- 
ber 1,  1941,  and  that  William  H.  Simon  was  a 
stockholder.     That  is  correct? 

A.     That  is  correct. 

Q.  And  that  on  September  23,  1941,  Simon's 
Washington,  [84]  Inc.  commenced  business  and 
that  William  H.  Simon  was  a  stockholder,  is  that 
correct?  A.     That  is  correct. 

Q.     And    that    Sunset    Sandwiches,    Inc.    com- 
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menced  business  on  January  29,  1941,  and  that  Wil- 
liam H.  Simon  was  a  stockholder,  that  is  correct? 

A.     That  is  correct. 

Q.  Now,  Mr.  Simon,  when  this  corporation  was 
set  up  and  a  certificate  of  incorj)oration  was  issued 
to  it,  you  knew  at  that  time  that  you  would  be 
going  to  build  a  drive-in  restaurant  upon  this  leased 
property? 

A.     Will  you  repeat  that  question,  please? 

Q.  I  say,  at  the  time  this  corporation  received 
its  certificate  of  incorporation — 

A.  You  mean  from  the  Corporation  Commis- 
sioner ? 

Q.    — at  the  time  it  was  incorporated. 

A.     Yes. 

Q.  You  knew  that  the  corporation  would  build 
a  drive-in  restaurant  upon  that  leased  property? 

A.     That  is  right. 

Q.  How  much  did  you  estimate  at  that  time 
the  cost  of  building  the  drive-in  restaurant  build- 
ing would  amount  to? 

A.  We  figured  it  would  cost  about  $30,000.00 
for  the  building  and  equipment. 

Q.  How  much  did  you  estimate  the  building  bv 
itself  [85]  would  cost  you,  Mr.  Simon? 

A.  It  usually  ran  about  half  for  the  building 
and  half  for  the  equipment. 

Q.  In  other  words,  you  expected  at  the  time  of 
the  incorporation  of  the  business  that  it  would 
cost  you  approximately  $15,000.00  for  the  building 
and  approximately  $15,000.00  for  the  equipment. 

A.     That  is  right. 
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Q.  Those  two  items  being  essential  to  the  com- 
mencement of  the  business  you  intended  to  carry 
on.  A.     That  is  correct. 

Q.  Now,  I  believe,  Mr.  Simon,  that  according 
to  the  stipulation  the  Articles  of  Incorporation  au- 
thorized capital  stock  of  7500  shares  of  common 
stock  of  a  par  value  of  $10.00  per  share. 

I  wonder  if  you  provided  for  the  issuance  of 
7500  shares  at  $10.00  a  share,  which  would  be 
$75,000.00? 

A.     I  really  don't  know.    I  can't  answer  that. 

Q.  AVould  you  say  it  was  your  intention  at  that 
time  to  invest  $75,000.00  in  this  business? 

A.     No,  possibly — 

Q.     If  it  became  necessary. 

A.     Possibly  not. 

Q.  Was  that  Just  some  figure  you  pulled  out  of 
the  air,  7500?  [86] 

A.     I  can't  answer  that  question. 

Q.  Now,  the  stipulation  shows  that  on  July  10, 
1941,  a  building  construction  contract  was  entered 
into  between  this  Petitioner  and  Frank  A.  Wood- 
yard,  under  which  Mr.  Woodyard  contracted  to 
construct  a  drive-in  building  for  the  siun  of  $22,- 
651.00.  That  would  indicate  that  as  of  July  10, 
1941,  you  knew  that  the  building  alone  would  cost 
you  a  minimum  of  $22,651.00,  isn't  that  correct? 

A.     That  is  correct. 

Q.  And  at  that  time,  I  believe,  from  your  direct 
examination  no  shares  of  stock  had  been  issued  by 
the  corporation?  A.     That  is  correct. 

Q.     Then  wasn't  it  apparent  to  you  stockholders 
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or  incorporators  on  July  10,  1941,  that  the  corpora- 
tion would  have  to  have  at  least  $37,651.00  in  order 
to  build  its  building  and  equip  it  for  business,  is 
that  correct? 

A.  No,  I  don't  know  whether  it  is  or  not.  If 
you  say  that  building  contract  was  twenty  two 
thousand  some  odd  dollars,  it  would  cost  more  than 
$37,000.00,  the  way  I  figure  the  thing.  It  would 
cost  50  per  cent  for  building  and  50  per  cent  for 
equipment. 

Q.  In  other  words,  as  of  July  10,  1941,  since 
your  building  contract  called  for  $22,651.00,  you 
knew  that  your  equipment  would  cost  approxi- 
mately the  same  amount,  is  that  [87]  right? 

A.     That  is  right. 

Q.  Now,  the  stipulation  in  this  case  further 
shows  that  on  July  14,  1941,  an  application  was 
filed  with  the  Corporation  Commissioner  to  permit 
the  sale,  the  issuance  and  sale  of  the  Petitioner's 
stock  to  yourself  and  your  brother,  Mike  Lyman. 
Is  he  your  brother?  A.    Yes,  sir. 

Q.  And  Mr.  Harry  B.  Carpenter  and  M.  A. 
McDonnell  and  Harry  B.  Carpenter  Jr.  And  that 
you  asked  at  the  time  for  permission  to  sell  for 
cash  $15,000.00  worth  of  this  stock  or  1500  shares. 

And  you  further  asked  permission  to  issue  ad- 
ditional shares  for  the  purpose,  if  necessary,  of 
furnishing  the  corporation  sufficient  money  to  com- 
j)lete  its  drive-in  building  and  equip  it  for  open- 
ing business. 

Now,  Mr.  Simon,  how  much  money  did  you  in- 
tend to  invest  in  this  corporation? 
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A.  Originally  we  intended  to  invest,  the  group, 
$15,000.00  and  loan  $15,000.00. 

As  we  progressed  we  intended  to  advance  this 
money  on  the  same  ratio  of  50  per  cent  investment 
and  50  per  cent  loan. 

Q.  Well,  you  intended  or  thought  at  least  that 
you  might  issue  sufficient  stock  for  cash  to  pay  the 
entire  cost  of  building  the  drive-in  restaurant  build- 
ing and  equip  it  for  business,  isn't  that  true? 

A.  No,  I  don't  think  so.  I  don't  think  that 
was  ever  true. 

Q.  Do  you  realize  that  such  a  provision  as  that 
is  actually  in  the  application  which  you  filed  with 
the  Corporation  Commissioner  for  issuance  of 
stock?  A.     I  don't  remember. 

Q.  If  such  a  provision  as  that  is  in  the  applica- 
tion, you  don't  deny  its  veracity? 

A.     I  beg  your  pardon? 

Q.  If  such  a  provision  as  that  is  in  the  applica- 
tion, then,  of  course,  you  don't  deny  it? 

A.  I  don't  know.  I  don't  run  my  business.  I 
know  what  my  intentions  were  and  I  don't — I  am 
not  a  lawyer,  I  don't  go  over  stock  applica- 
tions and  books.  I  am  not  a  lawyer  nor  an  auditor. 
You  might  be  right.  I  don't  know  whether  you 
are  not.  I  know  what  my  intentions  were  at  the 
time  and  that  is  all  I  can  testify  to. 

Q.  Now,  Mr.  Simon,  the  stipulation  shows  that 
between  June  9,  1941,  and  November  13,  1941,  that 
you  and  Mr.  Lyman  had  advanced  certain  money 
to  the  corporation.  Now,  will  you  please  explain 
to  the  Court  why  it  is  that  in  return  for  the  money 
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advanced  by  you  you  took  capital  stock  for  only 
half  the  amount  and  instruments  in  the  [89]  form  of 
promissory  notes  for  the  other  half? 

A.  At  the  start  of  this  particular  proposition, 
when  we  had  an  informal  meeting,  it  was  agreed 
at  that  time  that  we  would  invest  50  per  cent  and 
take  50  per  cent  in  notes  as  loans.  As  I  testified 
earlier,  I  didn't  want  to  freeze  too  much  money  in 
that  particular  unit.  I  had  other  commitments 
and  I  didn't  want  to  come  in  there  just  as  a  stock- 
holder, I  wanted  to  come  in  there  partially  as  a 
stockholder  and  partially  as  a  creditor.  One,  I 
could  get  my  money  back  faster  even  if  the  place 
wasn't  a  success.  I  didn't  have  to  wait  for  divi- 
dends to  be  earned  to  get  my  money  back  that  way. 
I  could  get  it  back  out  of  the  depreciation. 

No.  2,  if  the  place  would  fail,  I  became  a  com- 
mon creditor. 

Q.  What  do  you  mean  by  getting  your  money 
out  of  depreciation? 

A.  As  a  loan,  when  it  was  set  up  as  a  loan,  the 
place  didn't  have  to  make  a  loan — money  to  meet 
the  loan  every  month  and  they  depreciate  the  place 
over  a  10-year  period.  If  the  place  didn't  make 
money  there  was  enough  money  from  depreciation 
to  pay  back  those  loans. 

Q.  Do  you  mean  the  company  set  up  a  cash 
reserve  each  month  for  depreciation? 

A.  Every  corporation  depreciates  their  invest- 
ment. 

Q.  Did  this  corporation  actually  set  aside  and 
earmark  [90]  cash  money  for  depreciation? 
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A.  According  to  the  law,  as  I  understand  it,  the 
tax  law,  you  can  depreciate  90  per  cent  of  your 
investment  to  be  depreciated  over  a  period  of  10 
years.  If  you  have  a  10-year  lease  you  can  depre- 
ciate it  over  a  period  of  10  years.  You  can  depre- 
ciate that  monthly. 

Q.  How  was  that  going  to  return  your  cash 
money  to  you,  is  what  I  don't  understand,  Mr. 
Simon. 

A.  Well,  as  the  investment  is  depreciated  that 
money  accumulates. 

Q.  How  did  you  expect  to  be  repaid  for  these 
loans,  except  out  of  the  current  earnings  of  the 
business  ? 

A.  You  don't  have  to  have  current  earnings  to 
bo  paid  back  on  a  loan. 

Q.  How  would  the  corporation  pay  you  back 
on  the  loan  if  it  did  not  make  any  money? 

A.  You  have  a  depreciation  account  they  could 
use.     You  are  depreciating  your  investment. 

Q.  What  was  the  cost  of  the  building?  I  be- 
lieve the  stipulation  shows  that.     $40,489.68. 

Suppose  the  corporation  didn't  make  sufficient 
money  to  set  up  a  depreciation  reserve,  how  then 
did  you  expect  to  get  the  return  of  cash  money 
from  your  loan? 

A.    You  mean  if  they  lost  money? 

Q.     Yes.  [91] 

A.  If  they  lost  beyond  their  depreciation  ac- 
count, well,  I  would  just  have  to  come  in  as  a 
creditor. 

Q.     In  other  words,  this  corporation,  you  had  to 
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realize  this  corporation  had  to  make  money  before 

you  could  expect  the  payment  back  of  your  loan? 

A.  No,  I  didn't  realize  that.  I  don't  know  that. 
I  don't  think  that  is  a  bit  necessary. 

Q.  Well,  suppose  the  corporation  hadn't  made 
any  money. 

A.     And  if  they  didn't  lose  any  money? 

Q.  Suppose  they  didn't  make  any  money  and 
actually  lost  money. 

A.  Well,  that  would  be  too  bad.  I  would  lose 
my  money. 

Q.  In  other  words,  you  knew  that  your  loan  was 
just  as  good  as  the  company's  ability  to  make 
money,  is  that  right?  A.     That  is  right. 

Q.  Now,  what  difference  actually  would  it  make 
to  you,  Mr.  Simon,  whether  or  not  you  had  your 
entire  advancement  in  capital  stock  rather  than 
part  in  capital  stock  and  part  in  a  loan? 

A.  I  explained  that.  I  didn't  want  to  freeze 
my  money,  the  whole  amount,  as  an  investment. 
The  restaurant  business  is  a  very  hazardous  busi- 
ness and  I  wanted  to  protect  my  money.  I  only 
wanted  50  per  cent  in  stock  and  I  wanted  to  [92] 
make  a  loan  of  the  other  50  per  cent,  so  if  the  place 
did  go  broke  I  would  become  a  creditor  and  I  would 
recover  some  of  my  money.  If  I  was  a  stockholder 
I  would  lose  it  all. 

Q.  Now,  Mr.  Simon,  since  you  say  the  restau- 
rant was  such  a  hazardous  business,  why  were  you 
willing  to  risk  your  own  cash  money  in  addition  to 
the  amount  you  say  you  were  willing  to  subscribe 
for  stock? 
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A.    You  mean  after  the  place  was  opened? 

Q.     Yes.  A.    The  last  $10,000.00? 

Q.  No.  I  am  talking  about  the  amount  of 
money  you  advanced  to  the  corporation. 

A.     You  mean  the  50  per  cent? 

Q.     Yes.  A.     I  am  used  to  gambling. 

Q.  I  believe  you  stated  you  didn't  want  to  go 
to  the  bank  and  get  the  money  because  you  felt  like 
you  thought  it  would  make  money. 

A.     That  is  right. 

Q.     A  safe  loan. 

A.     That  is  right.     I  wanted  that  6  per  cent. 

Q.  You  wanted  that  6  per  cent.  Now,  Mr.  Si- 
mon, I  am  going  to  ask  you  a  direct  question  and 
I  would  appreciate  a  direct  answer.  Was  this  ar- 
rangement conceived  and  carried  through  for  the 
purpose  of  being  able  to  get  a  return  of  a  [93] 
portion  of  the  money  advanced  to  this  corporation, 
without  having  to  pay  any  tax  on  it  and  in  order 
to  allow  the  corporation  to  take  a  deduction  out  of 
current  earnings  for  interest? 

A.     Positively  not. 

Q.  Mr.  Simon,  did  you  take  into  consideration 
the  tax  benefits  that  would  be  derived  by  you  and 
the  corporation  by  treating  part  of  this  money  as 
a  loan,  rather  than  as  an  investment? 

A.     I  would  say  yes. 

Q.  So  then  the  tax  benefit  was  taken  into  con- 
sideration in  this  arrangement? 

A.     No,  no,  not  wholly. 

Q.     You  said  that  it  was  considered. 

A.     You  asked  me  a  direct  question  and  I  an- 
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swered  you  direct.     Then  you  asked  me   another 

question  and  I  answered  you.    No. 

Q.  Well  now,  you  stated  that  that  was  the  tax 
benefit  that  was  taken  into  consideration. 

A.  You  asked  me  if  I  knew  whether  there  was 
a  tax  benefit,  sir,  and  I  said  I  did.  Then  you  asked 
me  a  question  whether  I  took  that  into  considera- 
tion at  the  outside,  when  we  discussed  this  propo- 
sition, and  I  says  no.  It  was  a  policy  that  we  pur- 
sued. 

Q.  In  other  words,  you  knew  that  there  was  a 
tax  [94]  benefit  to  be  derived  by  you  and  the  cor- 
poration, but  you  deny  that  that  knowledge  in  any 
way  influenced  this  arrangement. 

A.     That  is  right,  sir. 

Q.  In  other  words,  you  weren't  interested  in 
obtaining  any  tax  benefit. 

A.  At  the  time  I  was  only  interested  in  protect- 
ing my  capital. 

Q.  Now,  Mr.  Simon,  the  stipulation  shows  that 
you  incorporators  advanced  $55,000.00  to  the  cor- 
poration prior  to  its  commencement,  actual  com- 
mencement of  business.  Was  that  $55,000.00  an  es- 
sential expenditure  in  order  to  permit  this  Peti- 
tioner to  open  for  business?  A.     Yes. 

Mr.  Webster:  May  I  interrupt,  vour  Honor? 
I  would  like  that  question  read. 

The  Court:     Read  the  question. 
(The  question  was  read.) 

Q.  (By  Mr.  Maiden)  :  Now,  Mr.  Simon,  I  want 
to  call  your  attention  to  page  9  of  the  stipula- 
tion that  we  have  entered  into,  and  just  for  your 
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benefit  to  yet  you  see  exactly  what  I  am.  talking 
about,  I  want  to  read  you  this  Paragraph  16  which 
says,  **The  stockholders  of  Petitioner,  or  some  of 
them,  have  entered  into  similar  transactions  where- 
in they  advanced  money  to  [95]  other  corporations 
for  a  portion  of  which  they  received  capital  stock 
thereof  and  for  the  balance  of  which  they  received 
documents  designated  ^promissory  notes'  "  and 
then  it  gives  a  list  of  some  nine  such  corporations. 
I  call  your  attention  to  the  M  &  S  Foods,  Inc., 
w^hich  shows  that  the  stockholders  received  $36,- 
000.00  in  stock  and  received  instruments  designated 
promissory  notes  in  the  amount  of  $108,000.00. 
What  is  your  explanation  for  that  situation? 

A.     I  can't  give  you  any  explanation  of  it. 

Q.  Can  you  tell  the  Court  why  it  is  in  all  of 
these  other  corporations  of  which  you  were  *\n  in- 
corporator and  stockholder  that  the  advancements 
made  to  the  corporation  were  discharged  by  the 
corporation  by  issuance  partially  of  stock  and  the 
balance  in  notes? 

A.  I  couldn't  go  into  those  things  intelligently 
at  the  present  time. 

Q.  AVas  the  arrangement  in  these  other  corpora- 
tions prompted  by  the  same  motive  you  had  in  the 
instant  case? 

A.     I  can't  answer  that  intelligently,  sir. 

Q.     How  can  you  answer  it? 

A.     I  can't  answer  it  at  all. 

Q.  In  other  words,  you  have  no  explanation  to 
offer  as  to  why  in  all  these  other  corporations  this 
same  arrangement  was  put  into  effect? 
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A.  I  wouldn't  care  to  answer.  I  couldn't  .c^ive 
you  [96]  an  intelligent  answer  at  the  present  time. 

Q.  Now,  Mr.  Simon,  I  call  your  attention  to 
Petitioner's  Exhibit  11  which  has  been  identified 
as  a  note  given  to  you  by  this  Petitioner,  in  return 
for  $4,166.67  of  the  total  advance  made  by  you  to 
the  Petitioner.  Was  it  your  intention  at  the  time 
this  note  was  executed  to  demand  payment  of  that 
note  at  its  due  date,  regardless  of  the  financial  con- 
dition of  the  corporation  at  the  time? 

A.     That  is  right. 

Q.     It  was?  A.    Yes,  sir. 

Q.  Even  though  it  meant  the  liquidation  of  the 
business  ? 

A.  I  don't  suppose  so.  I  would  be  very  fair 
about  it. 

Q.  In  other  words,  you  would  not  have  insisted 
upon  the  payment  of  this  note  at  its  due  date  if  it 
meant  a  financial  hardship  to  the  business? 

A.     No,  I  don't  suppose  I  would. 

Q.  It  was  your  intention  or  thought  that  you 
would  receive  payment  of  this  note  out  of  the 
current  earnings  of  the  business? 

A.    Yes,  sir. 

Q.  There  wasn't  any  question  of  you  and  the 
other  gentlemen  interested  in  this  corporation  not 
having  enough  cash  money  to  pay  the  costs  incident 
to  the  opening  of  the  business?  [97] 

A.    AVell,  I  can  only  answer  that  for  myself,  sir. 

Q.    Well?  A.     I  had  money. 

Q.    You  had  plenty?  A.     Yes,  sir. 
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Q.  Could  you  have  financed  the  entire  opening 
cost  of  this  business,  if  necessary? 

A.     I  don't  think  so,  not  at  that  time. 

Q.  But  you  could  have  purchased  the  four 
thousand  odd  dollars  shown  on  that  note  in  shares 
of  stock  of  the  company,  isn't  that  right? 

A.     T  think  the  record  show  that,  sir. 

Q.  Can  you  explain  to  the  Court  why  it  was, 
Mr.  Simon,  that  the  notes  issued  by  this  corpora- 
tion were  in  direct  proportion  to  the  shares  of 
stock  issued  by  the  corporation? 

A.  Well,  originally  when  we  had  this  informal 
meeting  we  arbitrarily  thought  that  was  a  fair 
division,  50-50. 

Q.  1  believe  you  stated  that  you  don't  know 
anything  about  the  books  of  the  corporation. 

A.     That  is  right,  I  do  not,  sir. 

Q.  Did  you  sign  any  income  tax  return  for  the 
corporation  ? 

A.  I  don't  think  I  ever  did,  no;  at  least,  I  don't 
think  so. 

Q.  In  these  other  corporations  that  are  set  out 
in  the  [98]  stipulation,  which  I  have  called  to  your 
attention,  did  you  hold  any  official  position  with 
any  of  those  corporations?  F  &  LB  Corporation? 

A.  I  might  be  an  officer  in  this  corporation  (m- 
dicating) . 

Q.  Were  you  a  mem.ber  of  the  board  of  di- 
rectors? A.     I  think  so. 

Q.     What  about  F  &  S  Foods,  Inc.? 
'     A.     I  think  so. 
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Q.  A  member  of  the  board  of  directors  and  an 
officer  ?  A.     Yes. 

Q.     What  about  Carsim,  Inc.? 

A.     I  think  I  am  president  there. 

Q.  I  will  ask  you  to  look  at  the  other  corpora- 
tions and  state  whether  or  not  you  were  an  of- 
ficer and  member  of  the  board  of  directors. 

A.  Officer  (indicating)  ;  officer  (indicating)  ;  of- 
ficer (indicating) ;  officer  (indicating) ;  nothing 
there,  I  don't  think  (indicating). 

Q.  You  were  not  an  offcer  of  Sunset  Sand- 
wiches, Inc.?  A.     No. 

Q.  Were  you  a  member  of  the  board  of  di- 
rectors ? 

A.  I  don't  think  so.  I  don't  know.  I  can't  tell 
you  for  sure.     I  had  nothing  to  do  with  that. 

Q.     You  had  nothing  to  do  with  Carleton's,  Inc.? 

A.     No,  sir. 

Q.  But  you  stated  on  direct  examination,  I  be- 
lieve, that  one  reason  why  you  w^anted  part  of  your 
advances  to  be  treated  as  loans  was  because  you 
were  a  minority  stockholder  and  you  w^ere  afraid 
that  dividends  might  not  be  declared  often  enough 
to  suit  you,  is  that  right? 

A.  Well,  being  a  minority  stockholder  I  had  no 
control  over  that  corporation. 

Q.  You  were  in  business  with  the  majority 
stockholders  in  this  corporation,  in  these  other  cor- 
porations that  we  talked  about,  weren't  you? 

A.     Some  of  them,  yes. 

Q.    You  and  Mr.  McDonnell  and  Mr.  Carpenter 
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and  the  other  gentleman  named  in  these  other  cor- 
porations, I  take  it,  are  close  personal  friends 

A.     Yes,  sir. 

Mr.  Maiden:  I  believe  that  is  all,  if  the  Court 
please. 

The  Court:     Are  there  any  further  questions? 

Mr.  Webster:    Yes,  your  Honor. 

Redirect  Examination 
By  Mr.  Webster: 

Q.  Mr.  Simon,  with  respect  to  the  corporations 
whose  names  appear  in  the  stipulation  at  pages  8 
and  9,  which  was  shown  to  you  previously  by  Mr. 
Maiden,  this  stipulation  shows  [100]  that  capital 
structure  of  each  of  those  corporations  was  repre- 
sented in  part  in  the  form  of  stock  and  in  part  in 
the  form  of  notes.  I  am  addressing  my  question 
now  not  to  the  actual  division  in  dollars  betv/een 
stock  and  loans,  I  am  simply  addressing  my  ques- 
tion now  to  the  fact  there  w^as  a  division  in  the 
first  place  between  stock  on  the  one  hand  and  loans 
on  the  other.  A.     That  is  right. 

Q.  I  ask  you  whether  you  know  what  the  reason 
for  that  division  was. 

A.  AVell,  I  imagine  it  would  carry  through  for 
the  same  reason 

Mr.  Maiden:  Your  Honor,  I  believe  the  witness 
stated  on  direct  examination  he  couldn't  answer 
such  a  question  as  that  intelligently,  and  he  didn't 
care  to  make  any  statement  about  it. 

Mr.     Shearer:     The    question,    if    your    Honor 
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please,  on  cross  examination  to  which  coimsel  re- 
fers, referred  to  specific  figures. 

Each  question  directed  the  witness'  attention  to 
whatever  the  amount  of  dollars  was  in  stock  and 
whatever  the  amount  of  dollars  was  in  loans.  That 
is  not  the  same  question  as  the  question  here  pre- 
sented, if  your  Honor  please. 

Mr.  Maiden:  I  did  ask  him  if  he  could  explain 
why  it  was  that  the  same  arrangement  was  used 
in  these  other  [101]  corporations  as  was  used  in 
this  instant  case. 

The  Court :     Read  this  present  question. 
(The  question  was  read.) 

The  Court:  I  thing  it  is  true  the  question  was 
asked  the  witness  on  direct  examination  and  he 
stated  he  couldn't  and  didn't  care  to  answer  the 
question;  he  couldn't  answer  it  intelligently.  How- 
ever, I  am  not  going  to  sustain  the  objection.  The 
objection  is  overruled.    Proceed. 

The  Witness:  Well,  as  I  said,  I  imagine  the 
same  arrangement  was  carried  through  foi  the 
same  reasons  on  these  corporations  as  on  this  cor- 
poration in  question  here.  [102] 

By  Mr.  Webster : 

Q.  Mr.  Simon,  on  cross  examination  you  were 
asked  as  to  why,  in  the  case  of  Wilshire  and  West- 
ern Sandwiches,  the  loans  were  made  in  propor- 
tion to  stockholdings.  It  is  my  understanding  that 
your  answer  was  not  exactly  directed  to  the  ques- 
tion. Would  you  give  us  the  answer  now^  to  that 
question  ? 
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A.  Well,  it  was  at  an  informal  meeting  when  we 
first  contemplated  this  venture.  We  agreed  on 
Avhatever  moneys  we  put  up,  that  fifty  percent 
would  go  for  stock  as  an  investment  and  fifty  per- 
cent toward  a  loan. 

Q.  Mr.  Simon,  I  see  where  this  misunderstand- 
ing possibly  arises.  I  think  what  counsel  for  Re- 
spondent means  was  if  you  took  one  third  of  the 
stock,  you  and  your  brother  took  one  third  of  the 
stock,  did  you  make  one  third  of  the  loans? 

A.     Yes,  we  did. 

Q.  Can  you  give  a  reason  for  why  that  took 
place  ? 

A.  I  don't  understand  what — will  you  repeat 
that,  please?   I  don't  understand  it. 

Q.  You  and  your  brother  together  took  thirty- 
three  and  a  third  percent  of  the  stock.  You  made 
thirty-three  and  a  third  percent  of  the  loans,  and 
the  question  is  this:  Since  you  took  one  third  of 
the  stock  and  made  one  third  of  the  loans  and 
since  Mr.  Carpenter  took  one  third  of  the  [103] 
stock  and  made  one  third  of  the  loans  and  Mr.  Mc- 
Donnell took  one  third  of  the  stock  and  made  one 
third  of  the  loans,  what  was  the  reason  for  that 
kind  of  proportion? 

A.  Well,  my  brother  and  myself  are  always  con- 
sidered one  unit. 

Q.  Mr.  Simon,  on  cross  examination  you  were 
asked  as  to  whether  the  fact  that  as  a  minority 
stockholder  you  do  not  have  control  over  the  dec- 
laration of  dividends  was  the  reason  for  your  going 
into  this  part  loan-part  stock  setup? 
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A.     No,  not  wholly. 

Q.  That  is  what  I  wanted  to  know.  Was  that 
the  sole  reason?  A.     No,  no,  no. 

Q.  Mr.  Simon,  do  you  recall  any  instances  when 
you  had  differences  of  opinion  with  Mr.  Carpenter 
or  Mr.  McDonnell  on  business  matters? 

A.     Nothing  serious. 

Mr.  Webster:     That  is  all,  your  Honor. 

Mr.  Maiden:  No  further  questions,  if  the  Court 
please. 

The  Court:  I  want  to  ask  the  witness  one  ques- 
tion. 

By  the  Court: 

Q.  I  have  before  me  here  in  this  stipulation,  Mr. 
Witness,  a  list  of  corporations,  other  corporation^ 
about  which  you  have  been  asked.  I  merely  wanted 
to  ask  you  [104]  whether  you  were  a  majority 
stockholder  in  any  of  those.  A.     No,  sir. 

Q.  Were  you  a  minority  stockholder  in  each  of 
them?  A.    Yes,  sir. 

Q.  I  will  ask  you  this  further:  Were  you  and 
your  brother  together — you  spoke  of  your  brother 
and  you  being  a  unit  in  these  matters — were  you 
and  your  brother,  taken  together  as  a  unit,  always 
in  the  minority  in  these  corporations? 

A.  In  the  Simon  corporations  we  were  in  the 
majority. 

Q.     Which  one  was  that? 

A.  Simon's  Florat,  Simon's  Washington,  Si- 
mon's Five  Points. 


vs.  Commissioner  of  Internal  Revenue         97 

(Testimony  of  William  H.  Simon.) 

Q.  These  with  the  word  '' Simon 's'^  in  thp  title 
of  the  corporation,  you  were  in  the  majority? 

A.    Yes,  sir. 

Q.  When  you  were  in  the  majority,  you  put 
your  name  in  the  corporation,  is  that  right? 

A.     Yes. 

Q.  When  you  and  your  brother  were  in  the 
majority?  A.     That  is  right,  sir. 

The  Court:     That  is  all  I  want  to  ask. 

Mr.  Maiden:  I  want  to  ask  one  further  ques- 
tion, if  I  may. 

The  Court:    Proceed.   [105] 

Recross  Examination 
By  Mr.  Maiden : 

Q.  Mr.  Simon,  I  will  ask  you  if  it  isn't  a  fact 
that  in  each  of  these  corporations,  other  than  the 
corporation  that  we  are  now  trying  in  this  mat- 
ter and  with  the  exception  of  Carleton's,  Inc., 
w^herein  you  do  not  appear  to  have  been  a  stock- 
holder, if  the  moneys  advanced  to  these  corpora- 
tions were  not  the  moneys  needed  by  the  corpora- 
tions to  pay  for  their  buildings  and  equipment  pre- 
paratory to  opening  for  business. 

A.     I  imagine. 

Mr.  Maiden:     That  is  all,  if  the  Court  please. 

Mr.  Webster:     That  is  all,  your  Honor. 

The  Court:  This  witness  is  being  excused  by 
both  sides,  is  he? 

Mr.  Maiden:    Yes,  sir,  so  far  as  I  am  concerned. 

Mr.  AYebster:    Yes,  your  Honor. 
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The  Court:  You  are  excused  from  further  at- 
tendance. 

(Witness  excused.) 

The  Court:  Before  you  start  interrogating  the 
next  witness,  let  me  inquire  in  a  general  wa}^  how 
much  longer  you  expect  to  take.  I  am  not  hurrying 
you,  but  I  want  to  get  a  general  idea  of  how  much 
longer  you  expect  to  take. 

Mr.  Webster:  I  imagine  on  direct  about  two 
hours. 

The  Court:     Proceed.   [106] 

Whereupon, 

HARRY  B.  CARPENTER 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioner, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows: 

The  Clerk:     Tell  us  your  name,  sir. 
The  AVitness:     Harry  B.  Carpenter 

Direct  Examination 

By  Mr,  Webster: 

Q.  Mr.  Carpenter,  you  are  in  the  restaurant 
business  ?        A.    Yes. 

The  Court:  It  might  be  of  some  convenience  to 
some  of  your  witnesses  to  say  I  shall  not  sit  more 
than  a  few  minutes  after  5:00  o'clock.  If  you  think 
you  are  going  to  take  that  much  time  for  this  wit- 
ness, you  may  excuse  the  others. 

Mr.  Maiden:  May  I  speak  to  one  of  my  wit- 
nesses? 

The  Court:    Yes. 
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Mr.  Maiden:  If  the  Court  please,  I  have  a  re- 
quest to  make  at  this  time  of  the  Court  and  of 
counsel.  I  have  present  a  witness  who  will  not  be 
available  to  me  tomorrow.  It  would  only  take  about 
10  or  15  minutes  for  my  direct  examination  of  him. 
I  would  like  to  put  him  on  now  out  of  order. 

The  Court:     What  does  the  Petitioner  say?  [107] 

Mr.  Shearer:    No  objection. 

Mr.  Webster:     That  is  all  right. 

The  Court:  Very  well.  Withdraw  this  witness, 
then,  and  put  on  the  witness  for  the  Respondent 
out  of  order. 

(Witness  withdrawn.) 

The  Court:  If  you  are  going  to  take  10  or  15 
minutes,  w^e  might  take  some  testimony  from  this 
witness  later,  although  I  think  probably  not.  The 
other  witnesses,  besides  the  one  that  is  going  on 
the  stand  now  and  the  gentleman  who  has  just  been 
on  the  stand,  Mr.  Carpenter,  may  be  excused  if 
they  wish  until  10:00  o'clock  tomorrow  morning. 

Whereupon, 

BENJAMIN  H.  WHITTAKER 

called  as  a  witness  for  and  on  behalf  of  the  Re- 
spondent, having  been  first  duly  sworn,  was  ex- 
amined and  testified  as  follows: 

The  Clerk:     Tell  us  your  name. 

The  Witness:     Benjamin  H.  Whittaker. 

Direct  Examination 
By  Mr.  Maiden: 

Q.     What  is  your  business,  Mr.  Whittaker? 
A.     Certified  public  accountant. 
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Q.  How  long  have  you  been  a  certified  public 
accountant?  A.     About  25  years.  [108] 

Q.     Where  have  you  practiced  your  profession? 

A.     Since  World  War  I,  in  Los  Angeles. 

Q.  Mr.  Whittaker,  are  you  acquainted  with  Mr. 
Carpenter  and  Mr.  Simon? 

A.  Not  with  Mr.  Simon,  but  with  Mr.  Carpen- 
ter, yes. 

Q.  Was  that  the  Mr.  Carpenter  who  was  just 
sworn  in  as  a  witness  previous  to  your  taking  the 
stand?  A.     Same  one. 

Q.  Have  you  ever  heard  of  the  Wilshire  and 
Western  Sandwiches,  Inc.,  corporation? 

A.     I  have. 

Q.  When  did  you  first  become  acquainted  with 
that  corporation?  A.     In   '41. 

Q.  Will  you  briefly  state  how  you  became  ac- 
quainted with  the  corporation? 

A.  I  was  connected  with  Mr.  Carpenter  with 
his  taxes.  This  new  corporation  was  formed,  and 
Mr.  Carpenter  came  to  my  office  and  asked  me  to 
outline  a  set  of  records  for  his  bookkeeper  to  in- 
stall and  use. 

Q.  Do  you  recall  whether  or  not  his  first  visit 
to  you  after  this  corporation  had  been  formed? 

A.     Oh,  yes,  it  was  after. 

Q.  You  say  he  came  to  you  for  the  purpose  of 
w^hat? 

A.  Having  a  set  of  books  outlined  and  set  up 
to  be  [109]  used  for  the  corporation. 

Q.     What  did  you  do,  Mr.  Whittaker? 

A.     I  first  of  all  asked  Mr.  Carpenter  for  a  copy 
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of  the  minute  book,  and  so  forth,  which  I  received 
from  Mr. —  the  attorney. 

Q.  In  point  of  time,  will  you  tell  the  Court  when 
that  was?  A.     Yes.     It  was  in  October. 

Q.     Of  what  year?  A.     1941. 

Q.  Did  you  receive  a  copy  of  the  minutes  of 
the  corporation? 

A.  The  minute  book  itself  was  sent  over  to  me 
by  Mr.— 

Q.     Was  it  Mr.  Odell? 

A.  Mr.  Odell,  yes,  October  23rd.  I  asked  him 
to  deliver  to  my  secretary  the  books  of  the  Wil- 
shire  and  Western  Sandwiches,  Inc.,  as  per  our 
telephone  conversation,  ^^and  will  return  them  to 
you  shortly.''    He  sent  them  over. 

Q.  Will  you  briefly  explain  why  it  is  you  w^anted 
the  minutes  of  the  corporation  for  the  purpose  of 
setting  them  up  some  books? 

A.  Because  I  wanted  to  prepare  an  opening 
journal  entry,  which  would  give  the  date  of  incor- 
poration and  the  capital  stock  and  how  it  was  di- 
vided, and  its  permit  from  the  Corporation  Depart- 
ment, and  who  the  first  officers  were,  and  [110]  the 
question  of  a  lease  also  came  up. 

Q.  Now,  then,  did  you  prepare  a  set  of  books 
or  just  an  outline  as  to  how  the  books  should  be 
set  up? 

A.  I  sent  them  an  index  for  the  books  and  a 
copy  of  the  opening  journal  entry,  of  what  I  had 
prepared  there. 

Q.     Now,  the  outline  or  list  of  records  that  vou 
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sent  the  corporation,  did  it  include  an  account  for 

notes  payable?  A.     It  did. 

Q.  Did  the  opening  journal  entry  that  you  sent 
th(^m  provide  that  the  corporation  was  incorporated 
with  a  capital  of  $75,000.00?  A.     It  did. 

Q.  Divided  into  7,500  common  shares  of  $10.00 
each  par  value?  A.     That  is  correct. 

Q.  Did  it  likewise  recite  the  fact  that  the  com- 
pany had  received  permission  from  the  Corporation 
Commission  to  issue  7,500  shares  of  its  common 
stock  for  cash  to  Harry  B.  Carpenter,  M.  A.  Mc- 
Donnell, William  H.  Simon,  Mike  Lyman,  and 
G.  C.  Jobson?  A.     Or  to  any  or  all  of  them. 

Q.  At  the  time  you  examined  those  minutes, 
did  you  carefully  read  those  minutes  ? 

A.  I  wouldn't  say  that  I  scrutinized  them 
closely.  I  looked  through  them  for  anything  that 
might  affect  their  [111]  financial  books. 

Q.  Now,  Mr.  Whittaker,  did  you  keep  the  books 
of  this  corporation?  A.     No, 

Q.  Do  you  know  who  kept  the  books  of  the  cor- 
poration ? 

A.     A  Mrs.  Jennings,  I  think,  is  her  name. 

Q.     She  was  an  employee  of  the  corporation? 

A.  She  was  an  employee  of  the  corporation,  of 
Mr.  Carpenter's;  all  of  Mr.  Carpenter's  interests. 

Q.  Now,  did  you  prepare  the  1941  corporation 
income  ad  (^xcc^ss  profits  tax  return  for  this  cor- 
poration ? 

A.  The  income,  yes.  There  was  no  excess  prof- 
its tax  prepared. 
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Q.  Is  this  the  1941  return  prepared  by  you,  Mr. 
Whittaker  (indicating)  ? 

A.     Yes,  that  is  my  signature. 

Q.  In  preparing  that  return,  what  investigation 
did  you  make  or  have  made  of  the  books  and  rec- 
ords of  the  corporation  for  the  year  1941? 

A.     I  took  a  trial  balance  of  the  books. 

Q.  When  was  that  trial  balance  taken,  Mr. 
Whittaker,  would  you  say? 

A.  Some  time  after  the  15th  of  January,  be- 
tween that  time  and  the  7th  of  March. 

Q.     1942?  [112]  A.     1942. 

Mr.  Maiden:  I  believe  this  return  for  1941, 
which  is  Joint  Exhibit  8-H  to  the  stipulation,  if 
the  Court  please,  shows  that  it  was  sworn  to  on  the 
11th  day  of  March,  1942. 

The  Witness:     Yes. 

By  Mr.  Maiden: 

Q.  And  was  signed  by  you  as  the  person  prepar- 
ing the  return  on  the  11th  day  of  March,  1942? 

A.     That  is  correct. 

Q.  Now,  referring  you  to  the  return,  does  the 
balance  sheet  appearing  on  page  4  of  this  return — 

A.    Yes. 

Q.  — is  that  the  same  as  the  trial  balance  you 
had  taken  off  the  books?  A.     Yes. 

Q.     Of  the  corporation?  A.     It  is. 

Q.  Now,  will  you  explain  what  the  books  showed 
as  of  December  31,  1941,  with  respect  to  the  capital 
structure  of  the  corporation? 

A.     The  books  showed  a  capital  stock  of  $75,- 
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000.00,  of  which  $55,000.00  had  been  set  against  an 

account  which  read  ^^Cash  Special  $55,000.00." 

Q.  Did  the  books  as  of  December  31,  1941,  show 
any  notes  payable  to  the  stockholders?  [113] 

A.    No. 

Q.  Now,  this  1941  return,  being  Exhibit  8-H, 
shows  the  capital  stock  subscriptions  of  $55,000.00. 
Is  that  the  way  the  books  were  as  of  December  31, 
1941? 

A.  That  is.  That  is  covered  in  that  Cash  Spe- 
cial Account  of  $55,000.00. 

Q.  Now,  Mr.  Whittaker,  was  the  matter  of  the 
organization  of  this  corporation  discussed  with  you 
by  Mr.  Carpenter  at  any  time  prior  to  its  organi- 
zation? A.     No. 

Q.  Did  you  have  any  discussion  with  Mr.  Car- 
penter after  he  came  to  you  for  the  purpose  of 
having  you  prepare  them  a  set  of  books  relating 
to  the  manner  in  which  the  advances  made  to  this 
corporation  w^ould  be  handled? 

A.     No,  that  was  not  taken  up  with  us. 

Q.  He  didn't  tell  you  that  part  of  the  advances 
were  to  be  treated  as  loans? 

A.     Not  to  my  recollection. 

Mr.  Maiden:  I  believe  that  is  all,  if  the  Court 
please. 

The  Court:     Cross-examine. 

Cross  Examination 

By  Mr.  Webster: 

Q.  Mr.  Whittaker,  you  have  testified  that  you 
say  the  minute  book  of  Wilshire  and  Western  on 
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October  23,  1941.    Did  [114]  you  see  it  after  that 

date? 

A.  No.  After  I  had  gotten  the  data  from  it, 
I  sent  it  back  to  Mr.  Odell  across  the  street. 

Q.  Did  you  ever  see  any  minutes  which  were 
later  inehided  in  the  minute  book? 

A.     No,  I  did  not. 

Q.  Did  you  ever  see  any  of  the  stock  certificates 
which  were  issued  by  the  corporation? 

A.     No. 

Q.  Did  you  ever  see  any  of  the  notes  which  were 
issued  by  the  corporation?  A.     No. 

Q.  Mr.  Whittaker,  in  the  minutes  of  the  corpo- 
ration dated  July  14,  1941,  there  is  a  statement  that 
a  portion  of  the  money  desired  by  the  corporation 
would  be  borrowed.  Do  you  recollect  seeing  that 
statement?  A.     I  do  not. 

Q.  You  have  testified  that  when  you  set  up  the 
books  of  account  of  the  corporation  you  included  a 
notes  payable  account,  is  that  correct? 

A.    Yes,  of  course. 

Mr.  Webster:  Mr.  Maiden,  will  you  stipulate  I 
have  here  the  ledger,  the  general  ledger,  of  Wil- 
shire  and  Western  Sandwiches,  Inc.? 

Mr.  Maiden:     So  stipulated.  [115] 
By  Mr.  Webster: 

Q.  Mr.  Whittaker,  I  ask  you  to  find  for  me,  if 
you  can,  the  account  titled  ^^ Notes  Payable." 

A.  I  can't  find  any  accounts  in  there  of  any 
sort  or  description.  I  gave  them  a  list  of  the  ac- 
counts to  be  set  up,  and  if  they  didn't  set  them 
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uj),  it  is  not  my  fault.     Where  it  should  be,  I  can 
point  out  to  you.     It  should  have  been  in  between 
this  point  and  that  point  (indicating). 

Mr.  Maiden:  What  pages  did  you  refer  to,  that 
it  should  be  in  between  one  point  and  another 
point  ? 

The  Witness :     It  is  not  numbered.    They  did  not 
follow  out  my  numbering. 
By  Mr.  Webster: 

Q.  In  any  case,  it  would  have  been  in  the  lia- 
bility section? 

A.  It  should  have  been  in  the  liability  section. 
It  should  have  been,  it  was  provided  for. 

Q.  After  you  gave  instructions  with  respect  to 
the  opening  of  the  books  of  account,  did  you  see  the 
books  again? 

A.  I  probably  saw  them  in  January  when  they 
had  that  trial  balance  taken  off. 

Q.     Did  you  take  the  trial  balance? 

A.     No;  ray  assistant  did. 

Q.     An  employee  of  yours  ? 

A.     He  happened  to  be  my  son.  [116] 

Q.  No  relation,  in  any  case,  to  Wilshire  and 
Western  Sandwiches?  A.     I  beg  pardon? 

Q.  He  had  no  affiliation  with  Wilshire  and 
Western  Sandwiches,  Inc.? 

A.     Scarcely,  if  he  was  working  for  me. 

Q.  Mr.  Whittakei',  have  you  in  your  possession 
n  (•o])y  of  the  information  whih  you  submitted  to 
the  bookkeeper  at  Wilshire  and  Western  at  the 
time  they  set  their  books  up? 
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A.  Why,  sure.  They  had  this  index  and  this 
information,  an  opening  journal  entry.  These  are 
just  the  footnotes  from  which  this  was  dictated 
(indicating). 

Q.  Mr.  Whittaker,  you  are  showing  me  now 
your  carbon  copy  of  that  portion  of  the  general 
ledger  which  appears  under  the  tab,  ^^ Journal,'' 
and  appearing  on  pages  1  and  2  of  that  journal. 

A.     That  was  typed  in  my  office. 

Q.     That  was  typed  in  your  office? 

A.     That  was  typed  in  my  office. 

Q.  And  this  was  approximately  at  what  time, 
what  date? 

A.  It  w^ould  have  been  some  time  shortly  after 
October  23rd. 

Mr.  Maiden:     1941? 

The  Witness:  1941.  I  might  add  it  is  my  gen- 
eral practice,  in  a  case  of  that  kind,  to  provide 
that  opening  [117]  journal  typed  in  connection 
with  the  layout. 

By  Mr.  AVebster: 

Q.  Mr.  Whittaker,  I  point  to  Account  No.  1032, 
entitled  ''Stock  Subscriptions  Receivable,''  con- 
tained under  the  tab  ''Assets"  in  the  general  ledger 
of  Wilshire  and  Western.  I  will  ask  you  whether 
you  have  ever  seen  this  page  before  (indicating). 

A.  No.  The  heading  seems  to  have  been  writ- 
ten in  at  my  office. 

Q.  You  say  the  heading  was  written  at  your 
office?  A.     Yes. 

Q.     Under  the  colimin  *'Date"  appears  ^^Decem- 
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ber  31,  1941"  for  the  first  entry,  and  the  posting- 
reference  to  ^^J-3"  and  ^^ACF  $55,000.00."     Turn- 
ing to  J-3,  I  ask  whether  you  have  ever  seen  the 
contents  of  that  entry. 

A.     I  have  never  seen  that  page  before. 

Q.     Is  the  handwriting  familiar? 

A.  I  don't  know  whose  handwriting  it  is.  It  is 
not  from  my  office;  we  type  everything. 

Q.  Did  you  ever  give  any  instructions  to  any- 
one at  Wilshire  and  Western  with  respect  to  the 
amount  of  stock  either  subscribed  for  or  unsub- 
scribed for? 

A.  The  only  instruction  that  I  ever  gave  to  any- 
l)ody  there  was  that  contained  in  that  opening  jour- 
nal entry,  which  you  have  typed  in  the  books,  the 
journal  that  you  just  showed  [118]  me. 

Q.  Mr.  Whittaker,  in  the  event  that  you  had 
seen  or  had  been  shown  a  copy  of  the  notes  and 
the  stock  certificates  prior  to  December  31,  1941, 
would  you  haA'e  made  any  entry  on  the  books? 

A.  I  would  not  have  made  any  entry  on  the 
books  of  any  sort  or  description. 

Q.  Would  you  have  given  anybody  an  instruc- 
tion to  make  an  entry  on  the  books  recording  the 
existence  of  the  notes  and  stock? 

A.     Yes,  I  think  I  would. 

Q.  Mr.  Whittaker,  what  source  did  you  use  to 
l^repare  the  1941  tax  return? 

A.     My  trial  balance  taken  right  from  the  books. 

Q.     In  the  event  that  the  books  were  incorrect — 

A.  I  was  not  making  an  audit.  I  was  prepar- 
inu'  a  tax  return. 
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Mr.  Webster:     That  is  all,  your  Honor. 

The  Court:  Anything  further  from  this  wit- 
ness? 

Mr.  Webster:     Just  a  minute. 

By  Mr.  Webster: 

Q.  Mr.  Whittaker,  in  the  event  the  books  were 
incorporated,  would  your  tax  return  have  been  in- 
correct ? 

A.  It  depends  when  the  entries  on  the  books 
were  made.  The  entries  that  were  on  the  books 
when  I  took  the  trial  [119]  balance  and  had  my 
son  work  on  the  trial  balance  were  the  ones  on 
which  the  tax  return  is  made. 

Q.     But  if,  in  fact,  the  books  were  incorrect — 

A.  You  mean  out  of  balance?  What  do  you 
mean  by  'incorrect"? 

Q.  If  the  books  did  not  accurately  reflect  the 
financial  position  or  stock  structure  of  the  corpo- 
ration, then  the  tax  return  would  likewise  not  re- 
flect the  actual  financial  position  or  actual  stock 
structure  of  the  corporation? 

A.     I  don't  think  that  follows  at  all. 

Mr.  Webster:     That  is  all,  your  Honor. 

Redirect  Examination 
By  Mr.  Maiden: 

Q.  Mr.  Whittaker,  when  you  prepared  the  1941 
return  did  you  turn  it  over  to  Mr.  Carpenter? 

A.  I  don't  recall  whether  I  did  that  or  whether 
I  sent  it  up  to  his  office  for  him.  I  think  my  gen- 
eral practice  at  that  time  was  to  send  all  of  them 
u])  to  Mr.  Carpenter's  office. 
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Q.  This  return  shows  it  was  signed  by  Harry 
B.  Carpenter  and  H.  B.  Carpenter,  Jr. 

A.    Yes, 

Q.  Did  either  of  those  officers  object  to  this 
return  as  prepared  by  you? 

A.  No.  I  think  about  what  happened  was  this: 
that  I  took  the  returns  up  there  and  I  said,  ^^You 
sign  here,"  and  [120]  they  signed  there  and  put 
the  seal  on,  and  I  took  it  away  and  signed  it  my- 
self, and  mailed  it  up  to  the  Division. 

Q.  You  don't  know  whether  they  read  the  re- 
turn or  not? 

A.  I  don't  think  so.  Not  very  many,  none  of  my 
clients  ever  read  their  returns.  The  only  thing  they 
want  to  know  is,  '^How  much  tax  do  I  have  to 
pay?" 

Mr.  Maiden:     No  further  questions. 

Mr.  Webster:     No  further  questions. 

(Witness  excused.) 

The  Court:  We  will  be  recessed  until  10:00 
o'clock  tomorrow  morning.  Let  the  record  be  defi- 
nite that  this  witness  is  excused  from  further  at- 
tendance.    Is  that  right? 

Mr.  Webster:     Yes,  that  is  right. 

Mr.  Maiden:     That  is  right. 

(Whereupon,  at  5:00  o'clock  p.m.,  an  ad- 
journment was  taken  until  10:00  o'clock  a.m., 
Thursday,  December  4,  1947.)   [121] 
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Los  Angeles,  Dec.  4,  1947 

PROCEEDINGS 

The  Court:     Proceed. 

The  Clerk:  The  witness  taking  the  stand  is  Mr. 
Harry  B.  Carpenter,  who  has  been  sworn. 

Whereupon, 

HARRY  B.  CARPENTER, 

called  as  a  witness  for  and  on  behalf  of  the 
Petitioner,  having  been  previously  duly  sworn,  re- 
sumed the  stand  and  testified  further  as  follows : 

Direct  Examination  (Continued) 

By  Mr.  Webster: 

Q.  Mr.  Carpenter,  you  testified  yesterday  that 
you  had  been  in  the  restaurant  business  for  ap- 
proximately 40  years.  A.     Correct. 

Q.     How  much  of  that  time  in  this  area? 

A.     Since  1916. 

Q.     Southern  California?  A.     That  is  right. 

Q.     What  type  of  restaurants  did  you  operate? 

A.  I  formerly  operated  small  lunch  counters, 
seating  12  to  25,  until  1930,  when  I  opened  my  first 
drive-in,  February  of  1930. 

Q.  Since  that  date  what  type  of  restaurants 
have  you  operated? 

A.  After  disposing  of  my  lunch  counters  in 
1930,  the  [125]  latter  part  of  '30,  I  have  operated 
nothing  but  drive-ins. 

Q.     Do  you  operate  these  drive-ins  completely? 

A.    No. 
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Q.     That  is,  by  yourself?  A.     No. 

Q.     You  share  the  ownership  with  others? 

A.     That  is  right. 

Q.  At  the  present  time  approximately  how  many 
drive-ins  do  you  have  an  interest  in? 

A.     Eight  to  ten. 

Q.  These  drive-ins  are  located  at  different  loca- 
tions ?  A.     Yes. 

Q.  Do  you  have  the  same  or  a  different  business 
unit  operating  those  drive-ins,  each  of  them? 

A.     They  are  all  separate. 

Q.     All  separate  business  units? 

A.  All  operated  separate.  The  ones  under  my 
supervision  have  one  joint  office. 

Q.  But  the  corporation  or  the  business  unit 
which  owns  those  drive-ins  is  different  for  each 
drive-in?  A.     That  is  correct. 

Q.  Are  those  business  units  partnerships  or  cor- 
porations ? 

A.     Two  partnerships  and  two  corporations. 

Q.     Well,  now,  you  have —  [126] 

A.     I  am  speaking  of  the  ones  I  supervise. 

Q.  With  respect  to  the  remaining  ones  in  which 
you  have  an  interest — 

A.     They  are  all  corporations. 

Q.  When  did  you  first  enter  into  the  corporate 
form  of  doing  business? 

A.     To  the  best  of  my  recollection,  1938. 

Q.  Prior  to  that  time  you  did  business  in  what 
form  ?  A.     Partnership. 

Q.     Subsequent  to  that  date  as  a  corporation? 
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A.     Both,  both  corporation — 

Q.  Permit  me  to  clarify  that  question.  With 
respect  to  new  ventures  started  after  1938 — 

A.     All  corporations. 

Q.  Is  there  any  reason  for  the  fact  that  subse- 
quent to  1938  any  new  ventures  were  in  corporate 
form? 

A.  Yes.  Prior  to  '38  I  would  take  a  lease  on  a 
corner  and  in  every  instance  there  was  a  kick-off 
clause. 

Q.     What  do  you  mean  by  ^^ kick-off"  clause? 

A.  Both  the  landlord  or  myself  had  the  privi- 
lege of  giving  60  to  90  days'  notice  in  canceling 
the  lease.  It  was  restricted  on  the  landlord's  part 
to  sale  or  long-term  lease  of  his  property.  I  had 
the  privilege,  for  any  reason  whatsoever,  of  giv- 
ing 60  to  90  days'  notice,  as  the  case  might  be,  in 
folding  up  and  moving  off.  [127] 

Q.  By  the  way,  Mr.  Carpenter,  when  you  speak 
of  you,  yourself,  having  that  privilege,  you  are 
speaking  with  respect  to  the  business  organization 
in  which  you  had  an  interest? 

A.     That  is  right. 

Q.  You  say  you  had  this  kick-off  clause  prior 
to  1938?  A.     That  is  right. 

Q.  Did  anything  occur  which  prevented  you 
from  getting  that  clause  after  that  date? 

A.  It  became  harder  and  harder  to  get  a  good 
corner,  as  the  valuation  of  the  property  went  up, 
without  signing  a  direct  lease. 

Q.     How  long  term  of  lease  would  customarily 
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be  required?  A.     Ten  to  fifteen  years. 

Q.  Did  this  fact  you  would  have  to  sign  a  long- 
term  lease,  without  a  privilege  of  cancellation,  have 
any  effect  upon  your  decision  to  go  into  a  particu- 
lar location  as  a  corporation? 

The  Court:  Counsel,  I  call  your  attention  to  the 
fact  the  witness  has  not  stated  he  wouldn't  have 
thereafter  the  privilege  of  cancellation.  That  is  a 
kind  of  inference.  It  has  not  been  stated.  I 
couldn't  consider  this  evidence. 
By  Mr.  Webster: 

Q.  Mr.  Carpenter,  subsequent  to  1938  did  you 
ever  enter  [128]  into  any  leases?  Did  you,  or  any 
business  unit  in  which  you  had  an  interest,  ever 
enter  into  any  leases  which  did  have  the  right  of 
cancellation  about  which  you  previously  spoke? 

A.     After  1938? 

Q.     Yes.  A.     No. 

Q.     They  were  all  long-term  leases? 

A.     That  is  right. 

Q.  Did  this  fact  have  any  effect  upon  your  de- 
cision to  go  into  new  ventures  only  as  a  corpora- 
tion after  1938? 

A.    Will  you  please  state  the  question  again? 

The  Court:     Read  the  question,  please. 
(The  question  was  read.) 

The  Witness:  Well,  as  I  stated  previously,  I 
refused  at  any  time  to  sign  a  lease  that  held  me 
for  any  long  length  of  time  on  a  corner  that — some- 
thing that  might  break  me  if  the  place  failed.  I 
wouldn't  take  the  personal  responsibility. 
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By  Mr.  Webster: 

Q.  Mr.  Carpenter,  do  you  know  Mr.  M.  A.  Mc- 
Donnell? A.     Quite  well. 

Q.     How  long  have  you  known  him? 

A.     Forty  years. 

Q.     Where  did  your  acquaintance  first  occur? 

A.  Kansas  City,  Missouri.  At  that  time  Mr.  Mc- 
Donnell had  a  place,  a  restaurant,  on  one  street, 
and  I  had  one  on  the  other,  around  the  corner,  and 
our  kitchens  were  next  door  to  each  other.  We  used 
to  meet  in  the  alley  and  talk  the  restaurant  busi- 
ness over,  40  years  ago. 

Q.  Do  you  know  when  Mr.  McDonnell  came  to 
California  ? 

A.  He  came  in  1916,  in  the  fall:  I  came  in  the 
spring. 

Q.  Have  you  been  in  contact  with  each  otTier 
after  you  came  to  California?  A.     Yes. 

Q.  Are  you  familiar  with  his  manner  of  doing 
business?  A.     I  am. 

Q.  Do  you  know  whether  he  met  the  same  type 
of  situation  which  you  have  previously  described 
with  respect  to  this  cancellation  clause  ? 

A.  I  personally  know  that  he  has  never  signed 
a  lease  since  coming  to  California  that  he  couldn't 
cancel  upon  certain  days'  notice,  certain  length  of 
time. 

Q.     By  '^personally''  you  mean  what? 

A.  We  discussed  the  matter  many,  many  times, 
and  it  was  upon  his  advice  that  I  have  always  oper- 
ated on  the  kick-off  clause,  or  a  corporation. 
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Q.  Mr.  Carpenter,  in  view  of  your  long  experi- 
ence in  the  restaurant  business,  would  you  state  to 
the  Court  your  opinion  as  to  the  relative  safety  or 
relative  hazards  [130]  associated  with  the  restaur- 
ant business? 

A.  Well,  I  have  belonged  to  the  National  Res- 
taurant Association  since  its  organization  about 
1917.  I  have  attended  many  of  the  conventions,  and 
it  has  been  discussed  by  the  leading  restaurant  men 
in  the  United  States  as  considering  it  the  most 
hazardous  line  of  business  there  is. 

Q.  Have  you  ever  had  any  interest  in  the  past 
in  restaurants  which  have  failed? 

A.     Yes,  I  have. 

Q.  Mr.  Carpenter,  you  have  stated  that  you  have 
had  a  separate  business  unit  since  1938,  and  that 
business  unit  was  a  corporation  for  each  location. 

A.     That  is  right. 

Q.     Can  you  state  why  that  was  so? 

A.    Why  the  separate  corporations  were  formed  ? 

Q.    For  each  location. 

A.  That  was  to  prevent,  in  case  of  failure,  of 
one  large  investment,  of  the  tearing  down  of  all 
the  places  and  tearing  them  all  down. 

Q.  Turning  now  to  the  particular  corporation 
with  which  we  are  concerned,  Wilshire  and  West- 
ern Sandwiches,  Inc.,  do  you  recollect  when  this 
deal  was  first  discussed? 

A.     Very  early  in  1941. 

Q.  Mr.  Carpenter,  you  were  in  court  yesterday, 
were  you  not,  when  testimony  was  received  from 
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Mr.  Simon  to  the  [131]  effect  that  the  original 
thought  was  to  open  a  combination  drive-in  and 
bar  on  the  southwest  corner  of  Wilshire  and  West- 
ern Avenue,  and  that  this  deal  fell  through  and 
that  Mr.  Simon  had  negotiated  a  lease  on  the 
northwest  corner  of  Wilshire  and  Western,  which 
lease  was  assigned  to  Wilshire  and  Western  Sand- 
wiches, Inc.  Are  those  facts  correct? 

A.  Those  are  facts  as  he  stated  yesterday.  I 
had  been  located  on  this  other  property  for  a  good 
number  of  years.  I  approached  the  landlord  and 
asked  him  if  he  would  advance  a  portion  of  the 
money  if  we  formed  a  corporation  in  connection 
with  Mr.  McDonnell,  Mr.  Simon,  and  Mr.  Lyman, 
and  put  in  a  larger  place  occupying  the  entire 
block. 

I  occupied  half  of  it  at  the  time.  He  was  very 
receptive  to  the  idea  and  we  entered  into  negotia- 
tions for  lease.  I  went  East  to  get  a  very  well 
known  restaurant  man  who  was  working  as  the 
manager  of  a  large  restaurant,  and  attempted  to 
persuade  him  to  come  out  and  take  charge  of  this 
place  and  run  it  for  me. 

Q.  Pardon  me,  Mr.  Carpenter.  Do  you  know 
approximately  when  it  was  you  made  this  trip? 

A.  That  was  in  1940,  in  the  fall  of  1940.  I  also 
attended  the  National  Restaurant  Convention  on 
the  same  trip.  He  and  his  wife  were  loath  to  leave 
Chicago,  so  I  came  back  and  told  Mr.  Simon,  Mr. 
McDonnell,  that  as  far  as  I  was  concerned  the  deal 
was  off.  It  was  too  large  a  restaurant  for   [132] 
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me  to  attempt  to  run,  in  connection  with  my  other 

places,  and  I  preferred  to  pass  it  up. 

In  the  meantime  Mr.  Simon  was  negotiating  for 
a  smaller  unit,  for  just  a  straight  drive-in,  on  the 
northwest  corner  of  Wilshire  and  Western. 

Q.  In  whose  name  was  the  proposed  large  place 
on  the  southwest  comer  to  be  in,  that  is,  under 
what  name  was  that  place  proposed  to  be  operated  ? 

A.     Carpenter. 

Q.  At  the  time  that  Mr.  Simon  was  negotiating 
this  lease  on  the  northwest  corner,  under  what 
name  was  the  proposed  location  to  be  operated? 

A.  Those  negotiations  were  started  while  I  was 
East.  I  don't  know.  I  think  that  he  intended  to 
operate  that  in  addition  to  the  one  that  I  might 
put  in  on  the  south  corner.  But  the  leasp  was 
drawn  up  and  it  was  drawn  up  in  Mr.  Simon's 
name,  with  the  understanding  that  he  could  trans- 
fer it  to  a  cori3oration  and  it  wouldn't  be  under 
any  obligation  to  pay  the  rent  after  the  corpora- 
tion received  the  lease.  He  assigned  it  to  the  cor- 
poration. 

Q.  When  did  you  first  speak  of  forming  Wil- 
shire and  Western  Sandwiches,  Inc.? 

A.  That  was  in  connection  with  the  other  place, 
originally.  I  insisted,  by  the  way,  after  I  came 
back  and  we  all  agreed  to  go  ahead  and  form  the 
corporation  and  operate  the  [133]  smaller  imit,  that 
as  long  as  I  had  been  on  this  corner  for  approxi- 
mately 11  years,  that  I  still  be  allowed  to  operate 
under  my  trade  name.  I  felt  it  was  a  very  well 
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known  one  and  we  had  a  good  reputation  in  the 

neighborhood. 

Q.  Was  there  any  understanding  about  that 
time  as  to  who  would  be  in  active  supervision  over 
that  location  that  the  taxpayer  now  occupies? 

A.  After  making  this  assertion,  it  was  agreed 
by  all  I  could  operate  the  place. 

Q.  Now^,  there  was  no  drive-in  on  the  property 
in  early  1941,  was  there? 

A.     On  the  present  property? 

Q.     On  the  present  property.  A.     No. 

Q.  Was  there  any  understanding  as  to  who 
would  .supervise  the  construction  of  that  drive-in? 

A.     Yes,  the  operator  was  to  do  that,  myself. 

Q.     That  is,  you?  A.     Yes. 

Q.  Do  you  hold  any  office  in  Wilshire  and  West- 
ern Sandwiches?  A.     Yes. 

Q.    What  office?  A.     President. 

Q.  Mr.  Carpenter,  do  you  recall  any  discussions 
with  [134]  respect  to  the  capital  structure  of  Wil- 
shire and  Western  Sandwiches  in  early  1941? 

A.     Yes. 

Q.     What  was  the  nature  of  those  discussions? 

A.  Well,  the  other  boys  seemed  to  think  that 
we  could  erect  and  equip  the  drive-in  for  a  maxi- 
mum of  $30,000.00.  I  told  them  that  T  had  opened 
between  40  and  50  restaurants  and  drive-ins,  and 
that  I  had  alw^ays  found  that  the  cost  exceeded 
the  estimate.  I  felt  that  we  should  plan  on  at  least 
$50,000.00. 

Q.     Was  there  any  discussion  with  respect  to  the 
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amount  of  money  which  was  to  be  put  in  by — 

Strike  that  question. 

With  whom  were  these   discussions? 

A.  Mr.  McDonnell,  Mr.  Simon,  and  Mr.  Lyman 
and  myself. 

Q.  Was  there  any  discussion  at  this  time,  which 
was  early  1941,  with  respect  to  the  amount  of 
money  which  would  be  paid  in  by  the  four  of  you? 

A.  Yes.  We  agreed  to  pay  in  the  $30,000.00,  but 
we  would  split  it  up  on  a  fifty-fifty  basis  in  regard 
to  what  we  called  an  investment,  always  we  con- 
sidered capital  stock.  We  always  took  notes  for 
what  we  called  a  loan.  We  had  done  this  previously. 

Q.  You  actually  had  a  discussion  on  that  subject 
at  that  time?  A.     Yes.  [135] 

Q.     Did  the  others  agree  on  this  method  of — 

A.    Yes. 

Q.  Mr.  Carpenter,  the  corporation  is  authorized, 
under  its  articles  of  incorporation,  to  issue  a  total 
of  $75,000.00  worth  of  stock,  7,500  shares  at  $10 
per  share  at  par?  A.     I  think  that  is  correct. 

Q.  Can  you  explain  how  that  amount  was  ar- 
rived at? 

A.    Yes.  I  went  up  to  my  attorney's  office. 

Q.     Pardon  me.  Your  attorney? 

A.  Mr.  Robert  Odell — and  asked  him  to  draw 
corporate  papers  and  form  a  corporation  called 
Wilshire  and  Western  Sandwiches,  Inc. 

I  don't  remember  his  exact  words,  but  they  vir- 
tually were  to  the  effect,  ^*How  much  do  you  want 
to  incorporate  for?"  I  named  some  sum,  approxi- 
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mately  what  I  thought  the  cost  might  be — I  don't 

remember  —  somewhere  around  $35,000.00  or  $40,- 

000.00, 

He  said,  ^^It  doesn't  cost  any  more  to  form  a 
corporation  with  capital  stock  of  $75,000.00,  be- 
cause I  am  going  to  form  one  that  has  broad 
powers.  You  can  buy  and  sell  real  estate.  You  don't 
know  w^hat  might  come  up  in  the  future,  what  you 
might  want  to  do.  It  won't  do  any  harm." 

I  said,  ^^You  draw  it  up." 

Q.  Mr.  Carpenter,  what  was  your  own  personal 
feeling  with  respect  to  these  discussions  as  to  a 
part-stock,  part-loan  [136]  basis? 

A.     AVhat  was  my  personal  opinion? 

Q.     Yes.  Were  you  in  favor  of  it  or  against  it? 

A.     Oh,  yes,  I  was  very  much  in  favor  of  it. 

Q.     Can  you  state  why  you  were  in  favor  of  it? 

A.  Well,  we  knew  that  if  we  took  the  whole 
thing  in  stock,  the  ever-present  possibility  of  a 
failure  entered  into  the  picture,  and  we  would  lose 
probably  the  entire  investment  because  you  can't 
ever  realize  100  per  cent  on  a  failure.  So  we 
thought  that  if  we  took  50  per  cent  in  stock  and 
50  per  cent  in  notes,  as  we  had  done  in  the  past, 
that  we  would  at  least  come  in  with  the  creditors 
in  case  of  failure  and  realize  part  of  our  invest- 
ment. 

Q.  Mr.  Carpenter,  it  has  been  stipulated,  that 
is,  counsel  for  the  Government  and  counsel  for 
the  Petitioner  have  agreed,  that  you  took  part  in 
other  corporations  in  which  there  was  a  part-stock, 
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part-note  setup.  These  corporations  are  as  follows: 
F.  &  L.  B.  Corporation,  which  commenced  business 
in  October  of  1941 ;  Carsim,  Inc.,  which  commenced 
business  in  June  of  1939;  Simon's  Florat,  Inc., 
which  commenced  business  in  November  of  1941; 
Simon's  Five  Points,  Inc.,  which  commenced  busi- 
ness in  November  of  1941;  and  Sunset  Sandwiches, 
Inc.,  which  commenced  business  in  January  of 
1941. 

With  respect  to  those  corporations  which  I  have 
just  [137]  named,  did  you  receive  stock  certificates 
from  those  corporations?  A.     I  did. 

Q.  Did  you  receive  notes  from  those  corpora- 
tions? A.     I  did. 

Q.  Did  you  consider  yourself  both  a  stockholder 
and  a  lender  to  those  corporations? 

A.    Yes,  sir. 

Q.  Can  you  state  why  you  entered  into  a  part- 
loan,  part-stock  arrangement  with  respect  to  those 
other  corporations? 

A.  Well,  in  each  instance  I  was  a  minority 
stockholder  and  I  had  no  say  as  to  what  dividends 
might  be  paid.  But  as  a  noteholder  I  could  demand 
repayment  of  the  note  on  the  day  it  matured  or 
soon  thereafter. 

Q.  Were  any  of  the  considerations  which  you 
thought  of  in  the  Wilshire  and  Western  dea)  pres- 
ent in  these  other  deals? 

A.     They  were  all  very  similar. 

Q.  Had  you  discussed  these  points  with  the 
other  gentlemen  whom  you  entered  into  the  trans- 
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actions  with?  A.     Many,  many  times, 

Q.     Were  you  in  agreement  with  them? 

A.    Yes. 

Q.  I  would  like  to  turn  for  a  moment  to  the 
subject  of  3^our  estimates  as  to  the  cost  of  erecting 
the  drive-in  at  Wilshire  and  Western.  When  the 
deal  was  first  discussed,  [138]  what  is  your  recol- 
lection of  your  estimate  at  that  time? 

A.  My  estimate  was  that  it  would  be  closer  to 
$3e5,000   than   $30,000. 

Q.  Upon  what  basis  did  you  make  this  esti- 
mate? 

A.  Because  I  had  just  supervised  the  erection 
and  opening  and  operation  of  Sunset  Sandwiches, 
which,  if  I  remember  correctly,  we  opened  in  Janu- 
ary of  this  same  year,  1941.  That  place  cost  $34,000, 
by  the  way. 

Q.     Pardon  me? 

A.  That  place  finished  up  with  a  total  of  $34,.^ 
000,  I  think,  even  to  the  dollar. 

Q.  Had  you  formed  an  estimate  as  to  the  rela- 
tive cost  of  the  building  and  of  the  equipment? 

A.  It  was  the  usual  procedure  to  estimate  50  per 
cent,  and  ordinarily  it  didn't  vary  very  far  from 
that. 

Q.     By  50  per  cent  you  mean — 

A.  Half  building  and  half  equipment  and  fix- 
tures. 

Q.  It  has  been  stipulated,  Mr.  Carpenter,  that 
in  June  of  1941  you  received  four  bids  from  four 
different  contractors  to  erect  the  buildins:.  and  that 
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one  of  these  bids  was  from  Frank  A.  Woodyard 

in  the  amount  of  $18,222.  A.     That  is  correct. 

Q.  Did  this  bid  fit  in  with  your  idea  of  v/hat 
the  approximate  cost  would  be? 

A.     It  wasn't  very  far  off.  [139] 

Q.  It  has  also  been  stipulated  that  in  July,  on 
July  10th  of  1941,  a  construction  contract  was  en- 
tered into  between  the  corporation  and  Mr.  Wood- 
3^ard  for  $22,651,  or  approximately  $4,400  more 
than  the  original  bid.  Did  this  have  any  effect  upon 
your  estimate  at  that  time,  of  what  the  cost  of  the 
drive-in  would  be? 

A.  I  felt  it  would  increase  it  the  amount  of  the 
increase  in  the  bid,  but  I  didn't  think  that  it  would 
cause  the  fixtures  to  rim  any  higher.  There  were 
some  certain  changes  the  architect  made  in  the 
building  plans.  I  think  one  of  them  was  extending 
the  size  of  the  canopy. 

Q.  As  time  went  on,  Mr.  Carpenter,  did  your 
estimate  prove  to  be  accurate  or  inaccurate? 

A.     It  proved  to  be  inaccurate. 

Q.  When  did  you  commence  discovering  this 
inaccuracy? 

A.  The  first  intimation  I  had  that  we  might 
run  into  considerable  more  money  was  when  the 
City  Building  Department  made  us — increased  the 
strength  of  the  canopy  I  just  spoke  about,  because 
of  the  fact  we  had  enlarged  it,  made  it  cover  a 
larger  area  of  the  car;  and  several  other  changes 
from  the  Building  Department. 

Q.     At  approximately  what  date  did  that  occur? 
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A.  Oh,  it  was  either  in  August  or  early  Septem- 
ber. 

Q.  It  has  been  stipulated  that  on  July  ]7th  of 
1941,  a  permit  was  granted  from  the  California 
Corporation  [140]  Commissioner  to  issue  shares  of 
stock  of  Wilshire  and  Western  Sandwiches.  Do 
you  know  whether  any  shares  of  Wilshire  and 
Western  Sandwiches  were  ever  issued? 

A.    Yes. 

Q.     When  were  they  issued? 

A.  They  were  issued  sometime  after  the  place 
opened  in  November. 

Q.  Can  you  account  for  the  delay  between  the 
date  of  the  permit  and  the  date  when  the  stock 
certificates  were  issued? 

A.  Yes,  because  we  couldn't  determine  the 
amount  to  be  issued  in  stock  or  the  amount  to  be 
issued  in  notes  until  we  had  a  better  idea  of  the 
complete  cost  of  the  opening  of  the  unit. 

Q.  Mr.  Carpenter,  it  has  been  stipulated  that 
in  May  and  June  of  1941  you,  Mr.  Simon,  Mr. 
Lyman,  and  Mr.  McDonnell  contributed  a  total  of 
$10,000  to  the  corporation,  that  is,  paid  in.  Also^ 
it  has  been  stipulated  that  in  August  and  Septem- 
ber these  same  four  individuals  contributed  $15,- 
000  or  paid  in  $15,000,  and  that  in  October  you, 
Mr.  Simon,  and  Mr.  Lyman  paid  in  $10,000,  and 
that  in  November  the  four  of  you  paid  in  $20,000. 
Was  anyone  responsible  for  the  fact  that  these  pay- 
ments were  spread  out  the  way  they  were? 

A.     Yes,  I  was.  [141] 


126        Wilshire  &  Western  Sandiviches,  Inc. 

(Testimony  of  Harry  B.  Carpenter.) 

Q.  Can  you  describe  to  the  Court  the  circum- 
stances surrounding  these  payments? 

A.  Well,  the  bank  account  was  in  my  name  and 
I  was  supervising  the  building  of  the  building  and 
the  ordering  of  the  fixtures.  I  paid  all  the  biUs.  As 
the  bank  account  began  to  get  low.  I  would  call  for 
more  money  and  put  in  my  share  along  with  the 
rest  of  them. 

Q.  You  say  you  would  call  for  money.  Physical- 
ly, how  would  you  go  about  doing  that? 

A.  I  would  call  them  up  and  in  some  instances 
1  probably  went  down;  in  fact,  I  know  I  m^ade 
many  trips  to  Mr.  Simon's  office. 

Q.  When  did  you  arrive  at  the  conclusion  that 
you  had  received  a  sufficient  amount  of  money  to* 
cover  the  cost? 

A.  After  the  place  opened  up,  shortly  after  the 
5th  of  November. 

Q.  By  the  way,  Mr.  Carpenter,  you  stated  that 
the  bank  account  was  in  your  name.  Could  you  tell 
why  it  was  in  your  name? 

A.  Somebody  had  to — always  the  man  that  was 
to  operate  the  unit  had  the  bank  account  in  his 
name.  I  say  it  was  in  my  name ;  it  was  in  the  name 
of  Wilshire  and  Western,  and  I  was  authorized  to 
sign  the  checks. 

Q.  T  see.  You  say  that  shortly  after  the  drive- 
in  opened  in  November  you  felt  that  you  had  re- 
ceived a  sufficient  [142]  amount  of  money? 

A.  Well,  I  called  the  boys  up  a  week,  such  a 
matter,  after  I  opened  up  and  asked  them  to  come 
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out  and  see  the  place.  They  hadn't  been  near  it. 
So  they  all  came  out,  and  while  they  were  thore  I 
discussed  the  finances.  I  told  them  that  we  had — 
we  w^ere  going  to  spend  a  lot  more  money  than  we 
had  ever  anticipated  spending,  so  T  thought  we 
should  decide  on  the  amount  of  stock  to  be  issued 
and  the  amount  in  notes,  and  we  discussed  it  in- 
formally at  the  counter  of  the  drive-in. 

The  amount  of  money  I  had  spent  didn't  seem 
to  disturb  them,  so  I  got  in  touch  with  Mr.  Odell 
and  told  him  we  had  arranged  to  have  a  meeting 
the  following  day — I  don't  remember  the  exact 
date — in  Mr.  Simon's  office,  and  told  him  exactly 
what  we  had  agreed  on.  He  typed  out  the  minutes 
and  accompanied  me  the  following  day  to  Mr.  Sim- 
on's office  where  we  had  the  meeting. 

Q.  You  say  you  agreed  as  to  the  amount  of 
money  you  required.  Do  you  know  how  much  money 
Avas  paid  in?  A.     At  that  time? 

Q.    At  that  time. 

A.  I  don't  remember  exactly  how  much:  I  know 
Mr.  McDonnell  w^as  a  little  lax  with  his  last  pay- 
ment. I  had  to  phone  his  office  several  times  trying 
to  get  in  touch  with  him  and  chase  him  down.  [143] 

Q.  Counting  that  last  payment  as  committed  to 
but  actually  not  paid,  how  much  money  by  the 
time  you  had  held  your  meeting — 

A.    $55,000. 

Q.     $55,000?  A.    That  is  right. 

Q.  And  at  the  time  of  the  informal  meeting  at 
the  drive-in,  about  which  you  have  testified — 
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A.    Yes. 

Q.    — was  there  an  understanding  as  to  the — 

Mr.  Maiden:  Your  Honor,  I  object  to  his  lead- 
ing the  witness.  Let  the  witness  tell  what  occurred 
at  these  conferences. 

The  Court:  Don't  lead  your  witness.  You  have 
heard  what  I  said  about  leading  testimony.  I  mean 
it. 

Eventually  I  have  to  evaluate  the  evidence,  com- 
ing to  my  conclusion;  regardless  of  whether  there 
is  an  objection  on  account  of  its  being  loading, 
the  fact  you  lead  the  witness  logically  makes  the 
answer  partly  yours,  rather  than  the  witness'.  I 
discount  it  to  that  extent.  Now,  for  your  own  bene- 
fit— 

The  AVitness:    I  know  exactly — 

The  Court:  I  am  not  talking  to  you,  Mr.  Wit- 
ness. 

For  your  own  good,  don't  lead  the  witness.  That 
api)lies  just  as  equally  to  one  side  as  the  other. 
By  Mr,  Webster: 

Q.  Mr.  Carpenter,  I  show  you  Petitioner's  Ex- 
hibit 12,  which  is  a  written  consent  and  waiver 
notice  of  a  directors'  meeting,  and  attached  to  that 
are  the  minutes  of  a  meeting  of  the  board  of  di- 
rectors of  Wilshire  and  Western  Sandwiches,  Inc. 

A.     What  date? 

Q.  Consisting  of  five  pages.  The  date  is  Novem- 
ber 13,  1941.  1  ask  you  whether  the  signature  on 
the  written  consent  and  waiver  of  notice,  appearing 
on  the  second  line,  is  yours?  A.     Yes. 
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Q.  Turning  to  the  last  page  of  the  minutes, 
over  the  line  for  signature,  calling  for  the  signa- 
ture of  the  president,  I  ask  whose  signature  that 
is.  A.     That  is  mine. 

Q.     Have  you  even  seen  these  minutest 

A.     Yes,  they  look  very  familiar. 

Q.     When  did  you  see  them? 

A.  I  saw  them  at  the  meeting  when  Mr.  Odell 
brought  them  up  to  Mr.  Simon's  office. 

Q.     Did  you  sign  them  at  that  meeting? 

A.    Yes. 

Q.     Did  you  read  them  over  at  that  meeting? 

A.  Mr.  Odell  read  them  to  all  of  us.  Mr.  Odell 
being  a  man  who  very — oh,  I  don't  know  how  to 
explain  it — he  [145]  insisted  that  everything  be 
regular,  that  the  meeting  be  called  to  order  in  the 
proper  way  and  that  the  vote  be  taken  on  the 
various  matters  of  the  minutes,  or  what  not.  I 
don't  think  there  was  ever  a  meetinsr  held  that 
amounted  to  anything — we  might  meet  informally 
and  discuss  something — there  was  never  a  meeting 
held  where  there  were  any  minutes  drawn  up  in 
either  this  or  any  other  corporation  that  Mr.  Odell 
had  anything  to  do  with  that  he  didn't  insist  on 
being  present. 

Q.  Were  you  present  at  the  time  the  other  in- 
dividuals signed  those  minutes?  A.    Yes. 

Q.  You  stated  that  Mr.  Odell  read  the  minutes 
to  you?  A.     That  is  right. 

Q.  Was  there  any  discussion  following  the  read^ 
ing  of  those  minutes? 


130        Wilshire  &  Western  Sandwiches,  Inc. 

(Testimony  of  Harry  B.  Carpenter.) 

A.  ]  can't  recall  any  now,  any  more  than  they 
were  approved  and  signed  and  agreed  to.  I  might 
add,  if  I  could,  that  when  the  informal  meeting 
took  place  at  Wilshire  and  Western  at  the  counter, 
that  I  told  them  I  was  sure  it  would  go  as  high  as 
$55,000  and  might  run  over  a  thousand  or  two,  but 
1  felt  we  were  going  to  have  a  successful  operation 
and  I  could  pay  out  the  balance  out  of  the  profits 
as  they  came  in,  and  we  wouldn't  have  to  advance 
any  more  money. 

Q.  Did  Mr.  Odell  call  for  a  vote  of  the  people 
who  were  present?  [146]  A.     Yes. 

Q.     Did  he  call  for  a  vote  on  each  resolution? 

A.    Yes. 

Q.     Was  this  customary?  A.     Yes. 

Q.     It  was  Mr.  Odell's  practice? 

A.    With  Mr.  Odell,  yes. 

Q.  How  long  have  you  had  Mr.  Odell  as  an 
attorney  ? 

A.  Thirty  years,  or  thirty-one;  I  met  him  very 
shortly  after  I  came  to  California. 

Q.  It  has  been  testified  that  by  the  end  of  No- 
vember of  1941  a  total  of  $55,000  had  been  paid  in. 

A.     That  is  correct. 

Q.     Did  this  turn  out  to  be  suiBcient? 

A.     No. 

Q.  Then  you  describe  what  circumstances  later 
took  place. 

A.  Along  towards  the  first  of  the  year,  when 
the  miscellaneous  bills  came  in.  some  of  them  I  had 
forgotten  about  and  others  were  much  larger  than 
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I  had  anticipated,  and  I  had  to  call  the  boys  up 
and  apologize  to  them  and  say,  ^^  Fellows,  we  are 
going  to  have  to  have  another  $10,000.  I  would  like 
to  borrow  that  without  issuing  any  notes,  and  pay 
it  back  probably  before  the  end  of  the  year.'' 

One  of  the  reasons  for  the  increase  was  the  fact 
that  [147]  I  had  been  kicked  off  the  corner  across 
the  street,  or  notified  on  the  60  or  90  days'  notice, 
whichever  it  was,  and  I  had  to  move  from  ever 
there  on  the  first  day  of  November.  As  a  matter  of 
fact,  I  was  supposed  to  have  my  building  cleared 
off  by  the  1st  of  November.  They  gave  me  an  extra 
week  to  get  the  building  off,  so  I  operated  the 
business  working  day  and  night,  trying  to  get  Wil- 
shire  and  Western  open  by  the  1st  of  November. 
I  missed  it  five  days.  I  continued  to  operate  the 
old  place  until  w^e  operated  the  new,  and  then  got 
busy  and  tore  down  and  left  the  lot  in  first-class 
condition  at  the  old  location. 

Q.  Did  the  other  three  whom  you  contacted  send 
in  any  money?  A.    Yes. 

Q.    What  were  the  amounts? 

A.  I  put  in  thirty-three  hundred  thirty-three 
dollars  and  some  cents.  McDonnell  did  likewise,  and 
Simon  and  Lyman  between  the  two  of  them  put 
in  an  equal  amount,  making  the  $10,000. 

Q.  Do  you  recall  approximately  when  that 
money  was  paid  in? 

A.  It  was  after  the  first  of  the  year,  probably- 
after  the  first  of  February. 

Q.     Did  you  issue  any  notes? 
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A.     No,  not  for  that  $10,000.  [148] 

Q.     Was  any  interest  paid?  A.     No. 

Q.  Do  you  know  whether  this  $10,000,  of  which 
you  speak,  was  repaid? 

A.  Yes,  it  was  repaid  and  it  was  repaid  before 
the  end  of  the  year,  if  I  remember  correctly. 

Q.  Mr.  Carpenter,  I  show  you  Check  No.  793, 
Check  No.  794,  and  Check  No.  795,  all  bearing  the 
imprint  in  the  lowxr  right-hand  corner,  ^^  Wilshire 
and  Western  Sandwiches,  Inc."  They  are  made 
out  to  Mike  Lyman,  M.  A.  McDonnell,  and  H.  B. 
Carpenter,  and  they  bear  in  the  upper  right-hand 
corner  a  description  ^^Note  Account."  The  date  of 
all  three  of  them  is  September  7,  1942.  I  ask  you 
if  you  recollect  these  checks.  A.    Yes. 

Q.     Is  that  your  signature  (indicating)  ? 

A.     In  every  instance. 

Q.  What  was  your  understanding  with  respect 
to  these  checks? 

A.  That  they  were  the  repayment  of  that  $10,- 
000  that  I  called  for  and  received  early  in  '42. 

Q.  Do  you  recall  making  out  a  similar  check 
for  Mr.  Simon?  A.     I  do. 

Mr.  Webster:  I  offer  these  as  Petitioner's  ex- 
hibits [149]  next  in  order. 

The  Clerk:  One  exhibit  or  three  separate  ex- 
hibits? Mr.  Webster:    One  exhibit. 

The  Clerk:  Exhibit  16  has  been  offered,  your 
Honor. 

The  Court:  Three  checks  identified  by  the  wit- 
ness will  be  admitted  in  evidence  as  Exliibit  1(S  for 
the  Petitioner. 
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(The  checks  above-referred  to  were  received 
in  evidence  and  marked  Petitioner's  Exhibit 
No.  16.) 
Mr.  Shearer:    If  your  Honor  please.  Petitioner's 

15  is  a  similar  check.  It  might  avoid  confusion  if 
they  were  all  added  to  Petitioner's  15..  if  that  v/ere 
possible. 

The  Court:    I  see  no  reason  to  do  that. 

Mr.  Shearer:    All  right. 

The  Clerk:     The  checks  have  been  marked  No. 

16  in  evidence. 
By  Mr.  Webster: 

Q.  Mr.  Carpenter,  what  was  your  intent  with 
respect  to  the  $3,333.33  which  was  paid  in  by  you 
in  February  of  1942? 

A.  The  intent?  The  intent  was  to  loan  the 
money  to  the  corporation  so  the  corporation  could 
pay  the  unpaid  bills. 

Q.  It  has  been  stipulated  that  outside  of  this 
last  amount  which  I  have  just  spoken  of,  that  you 
advanced  a  total  of  $18,333.33,  and  it  has  also  been 
stipulated  that  these  advances  took  place  between 
June  and  November  of  1941.  Can  you  state  what 
your  intent  was  at  the  time  of  each  advance?  [150] 

A.  My  intent  at  the  time  of  each  advance  was 
that  the  total  amount  should  o'o  into  the  treasurv 
of  the  corporation  and  that  in  due  time  I  would 
be  issued  stock  and  a  note  for  approximately  50 
per  cent  of  each  payment. 

Q.  Mr.  Carpenter,  I  show  you  a  rectangular 
black  book  and  ask  you  if  you  can  identify  it. 
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A.  Yes,  that  is  the  stock  book  of  Wilshire  and 
Western  Sandwiches,  Inc. 

Q.     Have  you  ever  seen  it  before? 

A.    Many  times. 

Q.     Where  did  you  see  it? 

A.     In  Mr.  OdelPs  ofBce. 

Q.  Did  you  ever  place  your  signature  in  the 
book  or  on  any  pages  of  the  book? 

A.  Yes,  I  signed  a  receipt  for  any  stock  and 
feigned  each  stock  certificate  before  it  was  issued. 

Q.  Mr.  Carpenter,  I  call  your  attention  to  a 
stub  bearing  the  imprint  ''Certificate  No.  3,^'  and 
attached  to  this  stub  is  a  certificate  which  is  niun- 
bered  ''No.  3."  Both  the  stub  and  the  certificate 
indicate  they  were  issued  to  William  H.  Simon. 

A.     That  is  correct. 

Q.     Do  you  recall  signing  the  certificate? 

A.    Yes. 

Q.  Can  you  explain  why  this  certificate  is  in 
this  [151]  book? 

A.  Yes.  Simon  told  me  that  he  wanted  to  give 
Joe  Lerdemer,  his  general  manager,  an  interest  in 
his  investment  of  this  corporation.  In  authorizing 
Mr.  Odell  to  issue  these  shares  of  stock  I  forgot  it. 

Q.  When  did  Mr.  Simon  tell  you  about  wanting 
to  make  a  gift? 

A.     It  was  along  during  1941;  I  don't  remember. 

Q.  Can  you  place  it  with  respect  to  the  fall  or 
the  summer  or  the  spring? 

A.  I  would  say  either  late  spring  or  early  sum- 
mer. And  these  shares  were  issued  and  mailed  or 
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delivered,  I  guess — no.  I  don't  remember  whether 
1  took  them  up  or  Mr.  Odell  took  them  up.  Any- 
way, he  asked  me  to  have  the  shares  re-issued,  giv- 
ing Mr.  Lerdemer  a  percentage.  I  think  it  was  ten 
percent  of  both  Mr.  Simon's  and  Mr.  Lyman's  in- 
vestment in  this  corporation,  of  their  stock. 

Q.  Had  Mr.  Lyman  spoken  to  you  about  mak- 
ing— 

A.  No,  Mr.  Lyman  talked  very  little  in  regard 
to  the  affair.  After  this  came  up  they  both  in- 
structed me  to  have  Mr.  Odell  re-issue  these  shares 
decreasing  their  holdings  ten  percent,  in  each  in- 
stance, and  giving  the  ten  percent  to  Joe  Lerdemer. 

Mr.  Webster :  I  offer  this  stock  book  in  evidence 
as  Petitioner's  exhibit  next  in  order.  [152] 

The  Court:  The  last  number  was  sixteen.  The 
stock  book  is  admitted  in  evidence  as  Petitioner's 
Exhibit  17. 

(The  stock  book  above-referred  to  was  re- 
ceived  in   evidence    and   marked    Petitioner's 
Exhibit  No.  17.) 
By  Mr.  Webster: 

Q.  Mr.  Carpenter,  the  stock  book  which  you 
were  just  looking  at  shows  that  one  thousand  shares 
were  issued  to  you.  Did  you  receive  those  shares? 

A.     Yes. 

Q.    When  did  you  receive  them? 

A.  Oh,  a  short  time  after  the — after  the  meet- 
ing we  held  in  Simon's  office,  possibly  two  weeks, 
])ossibly  a  month;  I  don't  remember. 

Q.     Mr.  Carpenter,  I  show  you  a  letter  on  the 
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stationery  of  Tanner,  Odell  &  Taft,  dated  Decem- 
ber 5,  1941,  and  addressed  to  you,  and  ask  whether 
you  have  ever  seen  this  letter  before? 

A.  Yes,  the  note  and  the  stock  came  along  with 
this  letter  to  my  office. 

Q.  Are  you  familiar  with  Robert  OdelPs  signa- 
ture? A.     Yes,  indeed. 

Q.     Is  this  his  signature   (indicating)  ? 

A.     It  is.   [153] 

Q.  You  say  this  was  the  letter  which  trans- 
mitted your  stock  certificate  and  note? 

A.    And  note;  they  came  together. 

Q.     Can  you  recall  when  you  received  this  letter? 

A.  Well,  it  is  dated  December  5th.  I  certainly 
received  it  very  shortly  thereafter. 

Q.  There  was  nothing  unusual  about  the  date  of 
the  letter  with  respect  to  the  date  of  receipt  of  it? 

A.    No. 

Mr.  Webster :  Your  Honor,  I  offer  this  letter  in 
evidence  as  Petitioner's  exhibit  next  in  order. 

The  Court:    Is  there  any  objection? 

Mr.  Maiden:     No  objection,  your  Honor. 

The  Court:  The  letter  as  identified  by  the  wit- 
ness is  received  in  evidence  as  Petitioner's  Exhibit 
No.  18. 

(The  letter  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
18.) 
By  Mr.  Webster: 

Q.  I  show  you  three  documents  and  ask  you  to 
identify  them. 
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A.  These  are  all  notes  of  the  corporation,  signed 
by  me. 

Q.  One  of  them  is  made  out  to  M.  A.  McDon- 
nell in  the  amount  of  $8,333.33.  This  is  your  signa- 
ture (indicating)  ?  A.    Yes,  it  is. 

Q.  Another  is  made  out  to  Mike  Lyman  in  the 
amount  of  [154]  $4,166.66,  and  is  this  your  signa- 
ture on  it  (indicating)  ?  A.     That  is. 

Q.  And  a  third  is  made  out  to  Harry  B.  Car- 
penter in  the  amount  of  $8,333.34.  Is  this  your  sig- 
nature on  it  (indicating)  ?  A.     It  is. 

Q.  These  notes  are  dated  November  13,  1941. 
Do  you  recollect  when  you  signed  these  notes? 

A.  Well,  I  would  say  I  signed  them  on  that 
date,  November  13th,  but  I  am  not  absolutely  posi- 
tive now.  That  would  be  awfully  hard  to  say.  I 
don't  remember  where  I  signed  them,  either, 
whether  it  was  at  this  meeting  or  over  at  Mr. 
Odeirs  oflace. 

Q.  If  it  wasn't  on  November  13th,  was  it — 
you  would  say  it  was  close  to  that  date? 

A.    Yes. 

The  Court:  You  are  leading  your  witness.  The 
witness  said  he  didn't  know.  Let  it  go  at  that. 
Don't  try  to  get  him  to  say  something  different. 

Mr.  Webster:  I  offer  these  three  notes  in  evi- 
dence. 

The  Court:    Offer  them  one  at  a  time. 

The  Clerk:    No.  19. 

The  Court:  Petitioner's  Exhibit  19.  What  is 
Exhibit  19,  the  size  of  the  note? 
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The  Clerk:    $8,333.34,  dated  November  13,  1941. 
The  Court:    Admitted  in  evidence. 

(The  note  above-referred  to  was  received  in 
evidence  and  market  Petitioner's  Exhibit  No. 
19.) 
The  Clerk:     Note  dated  November  13,  1941,  in 
the  amount  of  $4,166.16,  is  No.  20. 
The  Court:    Admitted  in  evidence. 

(The  note  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
20.) 
The  Clerk:     No.  21,  dated  November  13,  1941, 
in  the  amount  of  $8,333.33. 

The  Court:     Admitted  in  evidence. 

(The  note  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
21.) 
The   Witness:     I   might   add   to   that,   that   the 
reason  I  don't  think  they  were  signed  or  even  made 
out  at  this  meeting  was  because  my  son's  signature 
is  on  there  with  me,  and  he  wasn't  present  at  the 
meeting. 
By  Mr.  Webster: 

Q.  Mr.  Carpenter,  what  was  your  intent  with 
respect  to  the  $8,333.34,  represented  by  the  note? 

A.  I  was  to  loan  it  to  Wilshire  and  Western 
Sandwiches,  Inc.,  and  receive  interest  on  it,  and 
to  be  paid  in  full  if  we  ever  got  enough  money  to 
pay  it  with,  along  with  the  others. 

Q.  Have  you  ever  thought  of  going  to  a  bank 
to  borrow  the  money?  [156] 
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A.  Yes.  We  discussed  going  to  a  bank  to  bor- 
row money.  And  we  all  agreed  that  we  would 
rather  receive  the  interest  on  the  money  at  a  pretty 
good  rate  of  interest  than  to  pass  it  along. 

Q.  Mr.  Carpenter,  it  has  been  stipulated  that 
on  April  21,  1943,  a  check  was  issued  to  you  in 
the  amount  of  $3,333.34,  with  an  explanation  in 
the  voucher  portion  of  the  check  which  read,  '^Pay- 
ment on  note.''  Do  you  recall  receiving  this  check? 

A.     Yes. 

Q.     AVhat   was   your   understanding? 

A.     That  that  was  a  payment  on  the  note. 

Q.  It  has  been  stipulated  that  on  May  23,  1944, 
a  check  was  issued  by  the  corporation  to  you  in 
the  amount  of  $3,333.33,  and  that  the  explanation 
in  the  voucher  portion  of  the  check  reads,  ^*Note 
Account.''  Do  you  recall  receiving  this  check? 

A.    Yes. 

Q.     At  about  the  time  of  the  check? 

A.     Correct. 

Q.     And  w^hat  was  your  understanding? 

A.     It   was   repayment   of  the   note. 

Q.  On  May  23,  1945,  it  has  been  stipulated  that 
a  check  was  issued  by  the  corporation  in  the 
amount  of  $1,666.66,  bearing  an  explanation  in  the 
voucher  portion  of  [157]  the  check,  ^^  Balance  on 
note."  Do  you  recall  receiving  that  check? 

A.    Yes,  I  do. 

Q.  What  was  your  understanding:  at  the  time 
of  receipt? 

A.     That  the  notes  had  been  paid  in  full. 
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Q.  Mr.  Carpenter,  I  show  you  Checks  No?i.  2045, 
2047,  and  2048,  bearing  the  imprint  in  the  lower 
right-hand  corner,  '^  Wilshire  and  Westei-n  Sand- 
wiches, Inc.''  Two  of  them  have  an  explanation  in 
the  voucher  portion,  '^Interest  to  November  30,  in- 
clusive." The  third  one  has  an  explanation,  ^'Inter- 
est to  November  1,  inclusive."  Do  you  recall  seeing 
these  checks?  A.    Yes,  I  do. 

Q.  Is  that  your  signature  on  the  checks  (indic- 
ating) ?  A.     Yes ;  every  one. 

Q.  Do  you  recollect  what  the  purpose  of  these 
checks  was? 

A.  Yes,  it  was  to  pay  the  interest  to  the  date 
on  the — the  day  before  the  date  on  the  check.  This 
is  just  an  error,  '^  November  1";  it  should  read 
''30th". 

Q.    You  are  speaking  about  Check  No.  2048? 

A.     That  is  right. 

Mr.  Webster:  I  offer  Check  No.  2045  in  evi- 
dence as  Petitioner's  next  in  order. 

The  Court:  Admitted  in  evidence  as  Petitioner's 
Exhibit  22.  [158] 

(The  check  above-referred  to  w^as  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
22.) 

Mr.  Webster:    Check  No.  2047. 

The  Clerk:    23. 

The  Court:  Admitted  in  evidence  as  Petitioner's 
Exhibit  23. 

(The  check  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
23.) 
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Mr.  Webster:     Check  No.  2048. 

The  Court:  Admitted  as  No.  24  by  the  Peti- 
tioner, 

(The  check  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
24.) 
By  Mr.  Webster: 

Q.  Mr.  Carpenter,  were  there  any  previous  pay- 
ments of  interest  prior  to  the  payments  represented 
by  this  check?  A.     I  think  not. 

Q.     Do  you  happen  to  know  why? 

A.     I  have  to  say  carelessness,  I  imagine. 

Q.     Carelessness  on  whose  part,  would  you  say? 

A.     That  is  self-evident. 

Q.  Mr.  Carpenter,  I  show  you  next  Nos.  4134, 
4141,  and  4146  of  the  Wilshire  and  Western  Sand- 
wich, Inc.,  all  dated  March  23,  1945,  and  they  all 
have  an  explanation,  ^^  Interest  on  note  to  March 
24."  I  ask  you  if  you  recall  seeing  these  checks. 

A.    Yes. 

Q.     Is  that  your  signature   (indicating)? 

A.    It  is. 

Q.  What  was  your  understanding  at  the  time 
of  making  out  those  checks? 

A.  This  was  the  interest  on  the  notes  to  this 
date;   jjrobably  in   full.   I   don't   remember. 

Q.  By  the  way,  with  respect  to  this  pajTiient, 
was  a  check  made  out  to  Mr.  Simon? 

A.    Yes. 

Q.    At  this  time? 

A.     I  am  sure.  Let  me  see  them.  Well,  if  there 
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wasn't,  it  was  certainly  a  gross  error  on  the  book- 
keeper's part. 

Q.  A  check  is  in  evidence  which  was  made  out 
to  Mr.  Simon  as  of  this  date.  Do  you  recall  having 
made  that  out? 

A.  Well,  I  don't  recall  it  individually,  but  I 
would  assiune  that  I  did.  Anyway,  those  are  my 
signatures. 

Q.    They  are?  A.    Yes. 

Mr.  Webster:     We  offer  Check  No.  4134. 
The  Court:    Admitted  in  evidence  as  Petitioner's 
Exhibit  No.  25. 

(The  check  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
25.) 
Mr.  Webster:    Check  No.  4141.  [160] 
The  Court:     Admitted  as  No.  26  for  the  Peti- 
tioner. 

(The  check  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
26.) 
Mr.  Webster:     Check  No.  4146. 
The   Court:     Admitted   as   Petitioner's   Exhibit 
No.  27. 

(The  check  above-referred  to  was  received  in 
evidence  and  marked  Petitioner's  Exhibit  No. 
27.) 
By  Mr.  Webster: 

Q.  Mr.  Carpenter,  did  you  know  anything  about 
— what  do  you  know  about  the  books  of  account 
at  Wilshire  and  Western  Sandwiches? 
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A.     I  don't  know  anything. 

Q.    Who  was  in  charge  of  the  books? 

A.    At  the  present  time? 

Q.    Yes. 

A.  Mr.  Tompkins.  That  might  be  a  little  con- 
fusing to  me.  Do  you  mean  the  bookkeeper  that  I 
employ  in  my  office  or  the  accountant  that  trans- 
fers the  accounts  in  my  office  onto  the  set  of  books 
of  the  corporation? 

Q.     I  mean  the  latter. 

A.     That  is  Mr.  Tompkins. 

Q.     Has  he  always  been  your  accountant? 

A.  No.  i:;:' 

Q.    Who  was  your  accountant  previously? 

A.  In  the  first  place  it  was  Colonel  Whittaker. 
The  [161]  second  was  Mr.  E.  J.  Aye.  When  Mr. 
Aye  retired,  Mr.  Tompkins  took  the  account  over 
personally. 

Q.  How  long  was  Mr.  Whittaker  retained  by 
you?  A.     After  the  corporation — 

Q.     Yes.  A.     I  would  say — 

Q.  I  mean  as  to  how  long  it  was  that  Mr.  Whit- 
taker was  retained  by  the  corporation. 

A.  I  don't  think  he  ever  did  any  work  after 
preparing  the  income  tax  for  the  year  '41.  He 
might  possibly  have  worked  another  month;  might 
have  entered  one  more  month's  statements. 

Q.     What  was  the  reason  for  his  leaving? 

A.     Dissatisfaction;  dissatisfied  with  him. 

Q.    Pardon  me? 

A.     I  was  dissatisfied  with  his  services. 
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Q.     Whom  did  you  then  employ? 

A.     Mr.  Aye. 

Q.  Mr.  Carpenter,  there  has  been  admitted  in 
evidence  Exhibit  8-H,  a  copy  of  the  1941  tax  return 
of  the  corporation.  Do  you  recall  signing  that  re- 
turn? A.     I  do. 

Q.     Did  you  read  it  over  prior  to  signing  it? 

A.  No.  Mr.  Whittaker  expressed  it  correctly, 
exactly,  when  he  says,  ^^  Where  do  I  sign  and  how 
much  do  I  pay?"  [162] 

The  Court:  We  will  be  recessed  at  this  time 
for  ten  minutes. 

(Short  recess  taken.) 
By  Mr,  Webster: 

Q.  Mr.  Carpenter,  you  have  just  testified  that 
you  signed  the  1941  tax  return  of  the  corporation, 
which  was  Exhibit  8-H.  What  were  the  cii'cum- 
stances  surrounding  your  signature  or  the  signing 
of  that  return? 

A.     I  think  I  answered  that. 

Q.     I  will  withdraw  that  question. 

Do  you  recollect  signing  any  other  tax  return 
with  respect  to  the  calendar  year  1941? 

A.  Yes,  I  think  there  was  an  amended  return. 
I  know  there  was  one  prepared  by  Mr.  Aye. 

Q.  Do  you  recollect  what  the  circumstances  were 
surrounding  the  signing  of  that  return? 

A.  The  only  thing  that  I  remember  is  that  we 
showed  that  we  overpaid  our  tax  in  '41,  and  we 
asked  for  a  refund;  that  is  all  I  can  remember 
about  it. 
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Q.     Did  Mr.  Aye  bring  that  return  to  your  oifiee  ? 

A.     Yes. 

Q.     When? 

A.  I  think  very  shortly  after  he  took  charge  of 
my  books. 

Q.     When  was  that?  [163] 

A.  That  was  in  April,  approximately  April  of 
'42. 

Q.     Of  1942?  A.     Yes. 

Q.     Did  he  leave  the  return  with  you? 

A.  No,  he  took  it  with  him  and  left  me  a  copy. 
And  Colonel  Whittaker  left  me  a  copy  of  the 
original  when  he  signed  it.  But  I  don't  know  where 
they  are. 

Q.  Mr.  Carpenter,  did  you  ever  enter  into  any 
agreement  with  a  creditor  of  Wilshire  and  Western 
Sandwiches  under  which  you  subordinated  your 
rights  under  your  note  to  the  rights  of  any  credi- 
tor? A.     No,  sir,  positively  not. 

Mr.  Webster:     That  is  all,  your  Honor, 

The  Court:     Cross-examine. 

Cross  Examination 
By  Mr.  Maiden: 

Q.  Mr.  Carpenter,  at  the  time  of  the  organiza- 
tion of  this  corporation  it  was  the  intention  of 
you  and  your  associates  to  advance  to  the  corpora- 
tion such  money  as  it  needed  to  build  its  building 
and  equip  it  and  open  it  for  business,  is  that  cor- 
rect? A.     That  is   correct. 

Q.     You  considered  that  the  whole  amount  of 
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the  money  you  advanced  was  an  investment  in  the 

business  ? 

A.  I  considered  50  per  cent  of  it  as  an  invest- 
ment in  [164]  stock,  and  the  other  50  per  cent  as 
notes,  as  a  debt  on  the  corporation. 

Q.  Why  weren't  you  willing  to  invest  your 
share  of  the  total  cost  necessary  for  the  business  to 
begin  operations? 

A.  Why  wasn't  I — what  was  the  word  you  used 
there  ? 

Q.     Why  weren't  you  willing — 

A.     ^  ^  Willing"— 

Q.  — to  invest  the  entire  amount  of  youi*  portion 
of  the  total  amount  of  money  necessary  for  the 
corporation  to  open  its  doors  for  business? 

A.  Principally  because  of  the  hazardous  under- 
taking and  the  fact  that  if  the  business  failed  I 
w^ould  come  in  equally  with  the  other  creditors  on 
50  per  cent  of  the  money  T  had  put  into  the 
organization. 

Q.  Well,  since  it  was  so  hazardous,  why  were 
you  willing  to  invest  any  money  in  the  business? 

A.  I  either  had  to  do  business  or  starve  to 
death. 

Q.  Was  it  in  your  mind  to  become  a  creditor 
of  this  corporation  so  that  if  the  corporation  failed 
you  could  come  in  with  the  other  creditors  and 
kee}>  them  out  of  some  of  the  money  thnfc  the 
corporation  owed  them? 

A.  I  think  I  stated  I  would  share  equally  with 
them. 
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Q.  Well,  in  sharing  equally  with  the  creditors 
of  your  corporation,  you  would  in  effect  be  taking 
that  much  money  away  from  the  satisfaction  of 
their  debts,  wouldn't  you?  [165] 

A.  I  would  alter  that  by  saying  I  wouldn't  take 
near  as  much  away  from  them  as  they  would  take 
away  from  me,  in  the  event  of  failure. 

Q.  But  the  debts  would  have  been  created  upon 
the  good  faith  and  credit  of  the  corporation,  of 
which  you  and  these  gentlemen  were  in  control? 

A.     I  think  my  debt  was  created  the  same  way. 

Q.  Wouldn't  you  consider  the  necessary  debts 
in  the  operation  of  this  business  a  moral  obligation 
on  you? 

A.  I  will  answer  that  by  saying  that  T  have 
always  paid  every  debt  to  date,  since  I  have  been 
in  business,  and  don't  owe  anybody  a  dollar. 

Q.  Isn't  it  a  fact,  Mr.  Carpenter,  that  yon  and 
these  gentlemen  conceived  this  plan  or  arrange- 
ment in  order  that  you  could  receive  a  return  out 
of  your  current  earnings  of  a  large  portion  of  your 
capital  without  having  to  pay  any  tax  on  it,  and 
at  the  same  time  to  allow  the  corporation  to  make 
payments  to  you  of  interest  out  of  current  earn- 
ings which  would  otherwise  be  dividends,  and  get  a 
tax  benefit  from  it? 

A.  Mr.  Maiden,  you  are  too  fast  for  me.  I  can't 
follow  you. 

Mr.  Maiden:    Read  the  question. 

The  Court:    Read  the  question. 
(The  question  was  read.)  [166] 
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The  Witness:  I  will  answer  that  as  no,  and 
verify  it  by  stating  we  would  have  taken  the  notes 
and  had  the  same  setup  if  the  tax  proposition 
hadn't  entered  into  it.  We  would  have  protected 
ourselves  in  the  same  manner. 
By  Mr.  Maiden: 

Q.  Were  you  aware  of  the  tax  benefit  this  ar- 
rangement would  bring  to  you  and  the  corporation? 

A.    I  was. 

Q.  Do  you  mean  to  tell  this  Court  that  did  not 
influence  in  the  least  the  formation  of  this  arrange- 
ment? 

A.  1  said  that  the  same  formula  would  have 
been  carried  out  if  the  tax  feature  hadn't  been 
there. 

Q.  So  that  you  deny  that  you  were  in  the  least 
motivated  in  the  formation  of  this  arrangement 
by  tax  benefit?  A.    I  do. 

Q.  You  were  aware  of  the  fact,  weren't  you, 
Mr.  Carpenter,  that  in  1941  the  tax  rates  had  begun 
to  increase  considerably? 

A.  I  thought  the  big  increase  came  in  the  fall 
of  '41;  I  don't  remember. 

Q.  Being  a  businessman,  you  are  always  con- 
scious and  have  always  been  conscious  of  the  im- 
])ortant  part  of  federal  taxation? 

A.     That  is  right. 

Q.  Now,  what  difference  actually  did  it  make  to 
you,  [167]  so  far  as  getting  your  money  back — for- 
getting the  tax  angle — whether  you  held  this  entire 
amount  of  money  as  stock  or  part  of  it  in  notes? 
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A.  What  difference  did  it  make  in  getting  the 
money  back? 

Q.    Yes. 

A.  It  would  have  made  a  great  difference  had 
the  place  not  been  successful. 

Q.  How  would  it  have  been  a  great  benefit  if  it 
hadn't  been  successful? 

A.  Well,  we  started  out  immediately  by  deprec- 
iating the  building  and  equipment,  and  as  the  place 
went  along,  even  if  it  had  only  made  a  few  dollars 
a  month,  instead  of  making  more  than  that,  we 
would  have  still  had  accumulated  enough  money  to 
have  paid  off  the  notes  where  we  probably  never 
could  have  paid  any  dividends  on  stock. 

Q.  How  do  you  know  you  would  have  accumu- 
lated enough  money  to  have  paid  off  the  notes  ? 

A.  I  don't  know  it,  of  course,  any  more  than 
I  knew  about  any  of  the  businesses  I  had  started; 
I  have  had  some  that  failed  and  some  that  didn't. 

Q.  This  corporation  had  to  make  money  before 
it  could  set  up  any  reserve  for  depreciation. 

A.     It  had  to  make  at  least  that  much. 

Q.  I  w^ant  to  ask  you,  as  a  fact,  Mr.  Carpenter, 
did  [168]  this  corporation  each  year  set  aside  a 
cash  reserve  for  depreciation? 

A.  It  showed  on  the  book;  there  wasn't  a  sep- 
arate bank  accomit  made  for  it. 

Q.  Was  cash  actually  earmarked  and  set  aside 
in  the  bank  account  for  depreciation?  You  just 
look  at  me,  Mr.  Carpenter. 

A.     I  am  answering  your  questions  just  as  truth- 
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fully  as  I  can.  I  say  there  was  never  but  one  bank 
account.  The  books  each  month  showed  the  depreci- 
ation on  the  fixtures  and  the  building,  and  T  knew 
at  the  end  of  each  month  where  I  stood. 

Q.  I  am  not  talking  about  your  books,  I  am 
talking  about  the  bank  account. 

A.  There  was  never  but  one  bank  accoimt,  I 
said. 

Q.  This  bank  account  was  used  to  pay  all  cur- 
rent expenses  of  the  business  ? 

A.     That  is  right. 

Q.  Regardless  of  whether  or  not  any  was  left 
for  depreciation,  isn't  that  true? 

A.     I  will  have  to  have  that  read. 

Q.  You  need  this  money  in  your  bank  account 
to  pay  the  current  operating  expenses  of  your  busi- 
ness, and  you  used  all  of  that  cash,  if  necessary, 
whether  or  not  you  left  any  for  depreciation  re- 
ser\'e?  [169] 

A.  As  long  as  there  was  any  money  in  the  bank, 
we  would  pay  our  bills. 

Q.  Now,  Mr.  Carpenter,  you  knew  of  course 
that  this  note  that  you  received  from  the  cory)ora- 
tion  was  only  as  good  as  the  earning  capacity  of 
that  corporation? 

Mr.  Shearer:  Just  a  moment.  I  object  to  that 
as  calling  not  only  for  a  conclusion  but  the  ques- 
tion obviously  is  incorrect  accountingwdse. 

Mr.  Maiden:  Your  Honor,  I  don't  care  a  thing 
on  earth  about  accounting  with  this  question. 

The  Court:    Read  the  question. 
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(The  question  was  read.) 

The  Court:  The  objection  is  overruled.  Excep- 
tion allowed  to  the  Petitioner. 

The  Witness :    It  was  only  as  good  as  any  money 
that  might  be  in  the  bank  to  cover  it,  plus  the 
protection  we  w^ould  have  if  the  place  failed,  went 
mto  bankruptcy. 
By  Mr.  Maiden: 

Q.  You  say  that  if  the  corporation  failed  you 
wouldn't  be  entitled  to  take  whatever  cash  reserve 
they  may  have  had  for  depreciation,  you  would 
have  had  to  share  it  with  other  creditors? 

A.     That  is  correct. 

Q.  You  wouldn't  have  hesitated  pursuing  your 
claim  in  case  of  failure,  to  the  detriment  of  other 
creditors,  isn't  [170]  that  right? 

A.     That  is  correct. 

Q.  Even  though  some  of  your  creditors  had  to 
go  without  being  paid  in  full,  that  wouldn't  make 
any  difference  to  you? 

A.  I  don't  see  why  they  should  be  entitled  to 
be  paid  in  full  any  more  than  I.  In  case  of  bank- 
ruptcy I  would  lose  the  entire  capital  structure. 

Q.  You  were  responsible  for  the  business  and 
you  had  started  the  business  and — 

A.     And  followed — 

Q.     And  you  had  incurred  the  debt. 

A.  And  followed  it  through,  to  the  best  of  my 
ability. 

Q.  Now,  Mr.  Carpenter,  at  the  time  this  build- 
ing contract  was  entered  into  in  July  of  1941,  you 
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knew  at  that  time  that  the  cost  would  be  at  least 

foi-ty-four  thousand-odd  dollars? 

A.  No,  I  think  by  that  time  in  my  own  mind — 
I  don't  think  I  discussed  it  with  anyone;  in  my 
own  mind  I  figured  it  up  around  thirty-eight  or 
thirty-nine. 

Q.  I  understood  you  to  say  you  always  calcul- 
ated your  equipment  would  cost  about  the  same  as 
the  cost  of  the  building. 

A.     That  is  correct. 

Q.  Well,  you  knew  then,  in  July  of  1941,  that 
the  [171]  building  would  cost  you  at  least  twenty- 
two  thousand-odd  dollars? 

A.  I  also  explained  that  by  stating  we  made 
an  addition  to  a  canopy,  widened  it,  which  increased 
the  building  cost  $4,000,  but  didn't  have  any  effect 
on  the  fixtures  or  equipment. 

Q.  But  the  actual  contract  called  for  twenty- 
two  thousand-odd  dollars,  which  you  knew  you  were 
going  to  have  to  pay,  in  July  of  1941,  is  that  right  ? 

A.  That  is  right.  What  I  am  trying  to  explain 
is  that  the  building  could  have  been  built,  accord- 
ing to  the  first  bid,  if  we  hadn't  increased  the  size 
of  the  canopy,  which  had  nothing  to  do  with  in- 
creasing the  cost  of  the  fixtures,  which  were  setting 
inside  the  building. 

Q.  1  am  not  talking  about  any  additions  that 
wc^e  decided  to  be  made  after  you  entered  into 
this  construction  contract  in  July.  If  the  construc- 
tion contract  in  July  called  for  $22,000,  then  you 
would  calculate  that  the  cost  would  be  at  least 
$44,000. 
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A.  No,  because  the  building  could  have  been 
built  for  $18,000.  I  could  have  accepted  the  bid  that 
he  gave  me  of  $18,000,  but  I  wanted  to  give  my 
customers  more  shade,  so  I  increased  the  size  of 
the  canopy. 

Q.  But  you  didn't  accept  that  bid  of  $18,000, 
you  entered  into  one  of  twenty-two  thousand-odd 
dollars.   [172] 

A.  That  is  correct,  but  with  an  additional  $4,- 
000  that  didn't  affect  the  fixtures  in  any  w^ay. 

Q.     I  am  not  talking  about  the  addition — 

A.     I  am. 

Q.  —to  the  $22,000.  That  would  make  it  $26,- 
000.  I  am  talking  about  the  basis  of  $22,000. 

A.  The  difference  between  the  $18,000  and  the 
$22,000,  Mr.  Maiden,  is  the  $4,000;  I  insisted  on 
building  a  wider  canopy. 

Q.     I  beg  your  pardon. 

A.     See  what  I  am  trying  to  get  at? 

Q.     No.  I  thought  that  came  along  later  on. 

A.     No. 

Q.  I  believe  the  evidence  showed  that  the  stock 
certificates  were  not  issued,  at  least,  prior  to  No- 
vember of  1941.  A.     Correct. 

Q.  As  of  that  time  you  gentlemen  knew  that 
the  cost  of  opening  the  business  would  approximate 
$55,000?  A.     That  is  correct. 

Q.  Now,  so  far  as  controlling  that  corporation 
was  concerned,  it  didn't  make  any  difference  to  you 
from  a  practical  standpoint  whether  the  corpora- 
tion issued  1,000  shares  of  stock  or  7,500  shares  of 
stock,  did  it? 
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A.     I  will  ask  you  to  repeat  that. 

The  Court:     Read  the  question.   [173] 
(The  question  was  read.) 

The  Witness:  I  will  have  to  go  back  to  the 
same  credit  proposition  on  the  notes  and  the  loan. 

By  Mr.  Maiden: 

Q.     Well,  Mr.  Carpenter — 

A.  That  was  no  control;  no  one  controlled  the 
corporation. 

Q.  I  mean  this,  though:  that  you  stockholders 
would  have  had  just  as  effective  control  of  this 
corporation  by  holding  10  shares  apiece  as  you 
did  by  holding  the  3,000    shares  which  were  issued. 

A.    Yes,  I  would  say  w^e  would. 

Q.  Now,  did  I  understand  you  to  say  that  one 
reason  why  you  took  part  of  your  advances  in 
notes  was  that  in  some  of  these  other  corporations 
that  you  were  a  minority  stockholder? 

A.     I  was  a  minority  stockholder  in  all  of  them. 

Q.  You  were  a  minority  stockholder  in  this  cor- 
poration? A.     I  was. 

Q.     Who  was  the  majority  stockholder? 

A.     There  was  none. 

Q.  Didn't  you  hold  as  much  stock  in  this  cor- 
poration as  any  other  individual? 

A.     That  is  right.  [174] 

Q.     And  you  were  president  of  the  corporation? 

A.     That  is  right. 

Q.  You  were  chairman  of  the  board  of  direc- 
tors, is  that  right?  A.     T  think  so. 
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Q.  Were  you  on  an  equal  stock  basis  with  any 
of  the  stockholders  in  the  other  corporations? 

A.  Well,  counting  Mr.  Lyman  and  Mr.  Simon 
as  a  unit,  I  was  not,  no.  I  probably  was  on  an 
equal  with  some,  if  that  is  your  question,  but  in 
some  corporations  there  was  no  control. 

The  Court :    Read  the  question. 
(The  question  was  read.) 

The  Court:  I  am  not  sure  that  is  what  you 
mean.  You  mean  you  were  equal  with  some  of 
them? 

The  Witness:  I  mean  there  may  have  been 
some  stockholders  in  some  of  the  corporations  that 
didn't  hold  any  more  of  the  stock  than  I  did.  There 
were  always  some  in  the  Simon  corporations  that 
held  more  than  I  held. 

The  Court:    Proceed. 
By  Mr.  Maiden: 

Q.  Mr.  Carpenter,  did  you  ever  discuss  with 
Mr.  Odell  the  tax  benefit  of  this  type  of  an  ar- 
rangement ? 

A.  I  don't  think  so.  Mr.  Odell  and  I  never 
talked  taxes.  [175] 

Q.     Well,  he  was  your  tax  man,  wasn't  he? 

A.     No,  he  was  not. 

Q.     He  was  not?  A.     Not  at  any  time. 

Q.  Well,  I  want  to  know  whether  or  not  you 
discussed  with  Mr.  Odell,  or  Mr.  Odell  discussed 
with  you,  this  arrangement,  and  whether  or  not 
you  could  get  away  with  it. 

A.     No,  because  we  had  used  this  same  thing  in 
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many  instances  prior  to  this,   and   there   was  no 
reason  for  us  to  think  there  was  anything  wrong 
with  it. 

Q.  I  believe  it  is  stipulated  in  this  case  the 
Government  has  refused  to  accept  this  arrangement 
in  these  other  corporations,  and  that  you  nov/  have 
cases  appearing  before  this  Court  involving  this 
same  issue,  is  that  right? 

A.  I  don't  think  in  all  of  them;  in  some  of 
them,  yes. 

Q.     Well,  the  stipulation  will  show  that. 

Now,  Mr.  Carpenter,  you  say  you  don't  know 
anything  about  the  books  of  this  corporation  ¥ 

A.    No. 

Q.    You  never  had  known  anything  about  them? 

A.  No,  wouldn't  know  them  if  you  showed  them 
to  me. 

Q.    You  never  did  look  at  the  books? 

A.  Yes,  I  have  had  them  point  out  certain  items 
for  me.  Some  question  might  arise  as  to  why  some- 
thing cost  so  much. 

Q.  AVho  was  in  charge  of  keeping  your  books 
in  1941?   [176] 

A.     Well,  the  girl  in  my  office,  Mrs.  Jennings. 

Q.     Mrs.  Jennings,  is  she  now  with  you? 

A.    No. 

Q.  How  long  has  she  been  out  of  your  em- 
plo3nTient  ? 

A.  Well,  I  will  have  to  guess;  I  would  say  five 
or  six  years. 

Q.     Are  you  aware  of  the  fact  that  your  books 
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during  1941  and  up  until  Mr.  Aye  came  into  the 
picture  in  April  of  1942  did  not  show  any  notes 
payable  to  the  stockholders? 

A.     No,  I  don't  know. 

Q.     You  were  not  aware  of  that? 

A.  No.  I  would  like  to  explain  here,  Mr.  Maid- 
en, that  prior  to  this  time  that  I  had  operated  in 
the  restaurant  business  since  I  was  a  youngster 
and  that  during  that  entire  time  I  paid  everything 
by  cash  every  day,  and  the  only  checks  we  had  to 
write  up  in  our  office  or  books  we  had  to  keep 
were  the  utilities  that  came  in  the  first  of  the 
month,  and  the  rent,  and  possibly  some  large  equip- 
ment that  would  come  in  there  and  there  wouldn't 
be  enough  cash  in  the  register  to  pay  for  it. 

With  the  Social  Security  and  the  increasing  num- 
ber of  places  that  I  was  operating — this  made 
seven  at  that  time — it  became  necessary  for  me  to 
change  over  entirely  and  pay  on  a  monthly  basis  or 
semi-monthly  basis  and  deposit  all  the  money  in 
the  bank.  This  was  my  first  experience  in  ever 
[177]   carrying  out  anything  but  a  cash  business. 

Q.  Well,  you  had  taken  care  of  the  financial 
operations  of  these  other  businesses  by  yourself 
then?  A.     That  is  right. 

Q.    You  didn't  keep  any  books? 

A.  I  kept  most  of  my — most  of  my  bookkeepmg 
was  done  on  a  checkbook. 

Q.     You  kept  that  yourself? 

A.  I  wrote  all  the  checks  and  signed  them  my- 
self, up  until  the  time  this  other  arrangement  took 
effect,  April  of  '42. 
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Q.  When  did  you  discover  that  your  books  for 
1941  didn't  carry  notes  payable  to  stockholders? 

A.     Since  I  came  in  this  courtroom. 

Q.     Since  you  came  in  this  courtroom? 

A.     Yes. 

Q.  You  mean  to  tell  me  that  today  is  the  very 
first   time —  A.     Yesterday. 

Q.  Yesterday  was  the  first  time  that  you  were 
apprised  of  the  fact  that  your  1941  books  didn't 
show  any  notes  payable  to  the  corporation — 

A.     That  is  correct. 

Q.     I  mean  to  the  stockholders. 

A.     That  is  correct.   [178] 

Q.  How  long  have  you  known  about  the  pend- 
ency of  this  lawsuit? 

A.     I  don't  get  the  word;  I  don't  understand  it. 

Q.  You  have  been  in  controversy  with  the  Gov- 
ernment—  A.     That  is  right. 

Q.  — about  this  matter  for  some  time,  hf?ven't 
you? 

A.  Yes.  Ever  since  the  examination  was  made. 
"We  were  notified  that  the  Government  had  taken 
exception  to  this  note  proposition. 

Q.  Didn't  anyone  ever  tell  you,  in  discussing 
this  matter  and  preparing  it  for  trial,  about  the 
fact  that  your  books  had  been  changed  in  1942  to 
show  the  note  obligations?  A.     No. 

Q.  You  didn't  discuss  the  case  with  your  law- 
yers? 

A.  I  discussed  the  case  very  fully  with  my  law- 
yers. This  particular  thing  never  came  up. 
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Q.  Did  your  lawyers  ask  you  to  furnish  them 
with  certain  facts  relative  to  the  books  as  they  were 
in  1941  and  as  they  were  changed  in  1942,  for  the 
purposes  of  entering  into  a  stipulation  with  the 
Government  ? 

A.  No,  sir.  Those  negotiations  were  all  carried 
on  with  Mr.  Aye's  office. 

Q.  You  mean  to  tell  me  that  when  you  employed 
Mr.  Aye,  that  he  didn't  tell  you  about  this  omis- 
sion, if  it  was  an  omission,  from  the  1941  books? 

A.  If  he  told  me,  I  can't  remember  it.  I  think  I 
would  remember  it. 

Q.    He  never  discussed  it  with  you  at  all? 

A.     The  fact  that  the  notes  weren't  on  the  book? 

Q.     Yes.  A.     No,  he  did  not. 

Q.  He  never  told  you  that  the  entire  amoimt 
of  money  advanced  by  you  men  to  this  corporation 
was  set  up  as  capital  investment? 

A.  I  don't  think  it  was.  If  it  was,  I  hadn't 
heard  of  it. 

Q.    You  say  you  don't  think  it  was? 

A.  I  don't  think  it  was  set  up  on  the  books  as 
$55,000  capitalization. 

Q.     What  makes  you  make  that  statement? 

A.  Well,  I  am  answering  truthfully  what  I  be- 
lieve to  be  a  fact. 

Mr.  Maiden:  Counsel,  is  this  the  same  book  you 
had  here  yesterday? 

Mr.  Webster:    Yes,  it  is. 

Mr.  Maiden :  Are  there  any  pages  that  have  been 
removed  since  yesterday? 
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Mr.  Webster:    None.  Can  I  help  you? 
Mr.  Maiden:    Yes. 

By  Mr.  Maiden:  [180] 

Q.     I  refer  you  here  to  this  page  in  this  book 
that  has  been  identified  as  the  ledger  accoiuit  of 
the  corporation,  to  an  entry  of  December  31,  1941 
and  the  name  of  this  account  is  '^  Stock  subscrip- 
tions receivable."  A.    Yes. 

Q.  I  will  ask  you  if  that  doesn't  show  a  credit 
of  $55,000  and  a  charge  of  $55,000? 

A.  That  is  correct.  But  I  still  don't  see  where 
it  says  anything  in  regard  to  capital  stock  or  notes, 
either  way. 

Q.    This  says,  ^' Stock  subscriptions,"  doesn't  it? 

A.    Yes,  it  does. 

Q.  I  will  ask  you  if  the  *^55"  figures  haven't 
been  marked  through  with  a  pencil  and  the  figure 
^^30"  put  above  it  in  each  instance. 

A.  That  is  correct.  I  also  say  I  never  saw  that 
entry  before. 

Q.  You  never  saw  it  before.  You  would  say  this 
is  the  first  time  you  have  seen  that  sheet? 

A.    Yes. 

Q.  You  have  never  gone  through  this  ledger 
sheet? 

A.  I  didn't  say  that.  I  say  at  certain  times  I 
might  ask  questions  and  have  them  point  it  out  to 
me.  They  are  still  Greek  to  me. 

Q.  In  preparing  this  case  for  trial,  you  haven't 
been  asked  by  your  counsel  or  anyone  to  familiarize 
yourself  with  [181]  the  facts? 
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A.  The  only  statement  I  had  made  to  me  by 
counsel  with  regard  to  the  $55,000  was  that  Mr. 
Whittaker  in  error,  in  making  out  the  1941  income 
tax,  had  put  it  on  the  tax  statement  as  $55,000. 
The  book  was  never  mentioned  to  me. 

Q.     What  about  Mr.  Whittaker 's  error? 

A.     He  had  made  an  error. 

Q.     Who   told  you  that? 

A.     Some  of  my  associates. 

Q.     Mr.  Whittaker  didn't  tell  you  that? 

A.  No.  Mr.  Whittaker  didn't  tell  me  that.  I 
said  the  only  $55,000  that  was  mentioned  to  me, 
or  each  time  it  was  mentioned  to  me,  was  in  con- 
nection with  that  1941  income  tax  return. 

Q.  Now,  Mr.  Carpenter,  I  believe  you  stated 
that  you  received  a  note  from  this  corporation  and 
a  stock  certificate  after,  sometime  after,  the  meeting 
that  you  had  in  Mr.  Odell's  office  on,  T  believe, 
November  13,  1941. 

A.  I  think  I  stated  that  I  received  the  stock 
certificate  and  note  in  early  December. 

Q.     In  early  December?  A.    Yes. 

Q.  Did  you  actually  receive  that  note  and  that 
stock  certificate  in  December?  [182] 

A.     Just  as  true  as  I  am  sitting  here. 

Q.     That  is  true  of  1941?  A.     That  is  right. 

Q.  What  did  you  do  with  your  note  and  your 
stock  certificate  when  you  received  it? 

A.  Took  it  directly  to  the  safe  deposit  box 
where  it  remained  until  this  week. 

Q.     You  mean  to  tell  me  you  didn't  exhibit  that 
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note  to  the  bookkeeper  of  the  corporation  for  re- 
cording ? 

A.     No,  sir,  didn't  know  it  was  necessary. 

Q.  You  never  did  advise  the  bookkeeper  of  the 
corporation  that  you  had  such  a  note? 

A.     I  advised  my  accountant. 

Q.     Who  was  that?  A.    Mr.  Aye. 

Q.    When  was  that? 

A.     I  don't  remember. 

Q.    Well,  it  would  be  sometime  in  1942? 

A.     Yes,  sometime  in  1942. 

Q.  Sometime  in  1942.  This  note  that  you  received 
bears  date  of  November  13,  1941. 

A.     That  is  right. 

Q.  Was  that  the  actual  date  that  the  note  was 
issued,  Mr.  Carpenter? 

A.  Yes,  it  was  the  day  it  was  issued.  Whether 
it  was  [183]  the  day  I  signed  it  or  not,  T  don't 
remember.  We  had  our  meeting,  I  think,  on  the 
13th.  Odell  was  instructed  to  go  back  and  draw  up 
the  notes  and  issue  the  stock,  and  I  think  the 
following  day  my  son  and  I  went  down  and  we 
both  signed  the  notes. 

Q.  Well,  now,  when  would  you  say  that  in  point 
of  time  it  was  that  Mr.  Odell  drew  up  the  notes? 

A.     The  13th. 

Q.     Of  November?  A.     Yes,  sir. 

Q.  Well,  now,  in  point  of  time,  when  would  you 
say  that  you  signed  the  notes?  A.     The  14th. 

Q.    The  14th?  A.    That  is  right. 

Q.  Now,  then,  you  were  president  of  the  cor- 
poration and  your  son  was  secretary  and  treasurer? 


vs.  Commissioner  of  Internal  Beveniit.        163 

(Testimony  of  Harry  B.  Carpenter.) 

A.     That  is  right. 

Q.  And  the  minutes  of  the  corporation  required 
that  you  and  your  son  sign  those  notes'? 

A.     Us  assign  them,  did  you  say? 

Q.    Yes.  A.     No,  they  weren't  assigned. 

Q.     I  said  ^'signed." 

A.    Yes,  signed.  [184] 

Q.  I  believe  there  has  been  offered  in  evidence 
a  letter  bearing  the  signature,  according  to  your 
testimony,  of  Mr.  Odell.  I  believe  that  letter  is 
dated  December  5,  1941.  Can  you  explain  to  me 
why  it  w^as  necessary  for  Mr.  Odell  to  mail  you 
that  note  when,  in  the  first  place,  you  had  to  sign 
your  own  note  as  an  officer  of  the  corporation? 

A.  Well,  he  mailed  the  note,  the  stock  certi- 
ficate, and  a  bill  for  his  services. 

Q.  I  want  to  know  why  it  would  be  that  Mr. 
Odell  would  have  to  mail  you  your  note  when  you 
had  to  sign  it  yourself. 

A.  I  expect  you  will  have  to  ask  Mr.  Odell  that 
question. 

Q.  Do  you  have  any  idea  why  it  is  that  Mr. 
Odell  didn't  send  you  that  note  until  the  purported 
date  of  December  5,  1941? 

A.     I  wouldn't  have  the  least  idea,  sir. 

Q.  Well,  can  you  tell  the  Court  that  you  signed 
this  note,  your  own  note,  and  then  turned  the  note 
over  to  Mr.  Odell?  A.     T  certainly  did. 

The  Court:  Counsel,  we  are  going  to  recess  now 
imtil  1:45. 

(Whereupon,   at   12:10   p.m.,   a   recess   was 
taken  until  1:45  p.m.  of  the  same  day.) 
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The  Court:     Proceed  with  the  cross  examination. 

Whereupon, 

HARRY  B.  CARPENTER, 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioner, having  been  previously  duly  sworn,  resumed 
the  stand  and  testified  further  as  follows: 

Cross  Examination  (Continued) 

By  Mr.  Maiden: 

Q.  I  believe  the  last  question  I  asked  you,  Mr. 
Carpenter,  was  whether  or  not  you  executed  your 
own  note  as  an  officer  of  the  corporation  and  then 
turned  it  over  to  Mr.  Odell,  and  I  believe  your 
answer  was,  '*I  certainly  did,"  or  that  you  did  do 
that.  A.     I  did  that. 

Q.  Now,  I  wonder  why  it  was  necessary  for  you 
to  turn  your  own  note  over  to  Mr.  Odell  and  then 
have  him  redeliver  the  note  to  you. 

A.  Because  in  the  majority  of  instances  I  left 
a  lot  of  my  papers  with  Mr.  Odell,  I  imagine,  and 
another  thing,  I  don't  think  Mr.  Odell  would  have 
permitted  me  to  have  my  note  until  they  were  all 
made  at  the  same  time  or  delivered  at  the  same 
time.  As  I  explained,  he  was  very  particular  in 
all  his  dealings  and  insisted  on  things  that  other 
attorneys  didn't. 

Q.  Now,  Mr.  Carpenter,  why  was  it  that  you 
issued  notes  [186]  for  only  half  of  the  amount  of 
the  advances  that  you  made  to  this  corporation? 

A.     Well,  it  seemed  the  right  thing  or  the  nor- 
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mal  thing  to  split  it  fifty-fifty.     I  think  that  had 
been  done  in  the  past  in  some  of  the  other  cor- 
porations. 

Q.  I  believe  you  stated  that  you  were  interested 
in  becoming  a  creditor  of  the  corporation  so  that 
if  the  corporation  failed,  you  would  have  a  credi- 
tor's claim?  A.     That  is  right. 

Q.  Well,  why  wouldn't  you  have  wanted  to  have 
taken  as  much  or  more  of  the  advancement  in  notes 
rather  than  in  stock? 

A.  Well,  the  principal  idea  was  to  have  a  stable 
corporation,  one  that,  if  it  became  necessary  to  go 
out  in  the  open  market  and  borrow  money,  it  could 
be  done. 

Q.  Well,  I  know^,  but  why  didn't  you  take  two- 
thirds — notes  for  two-thirds  of  it,  and  then  a  third 
of  it  in  stock? 

A.  Because  it  wouldn't  have  heen  as  good  as  a 
bank  loan  had  we  had  to  borrow  money  from  a 
bank,  as  it  was  with  50  per  cent  in  notes  and  50 
per  cent  in  stock. 

Q.  Was  that  the  reason  why  you  did  it  on  the 
fifty-fifty? 

A.  That  was  one  of  the  reasons,  and  I  can't 
think  of  the  rest. 

Q.  Well,  didn't  you  realize  that  when  you  took 
50  per  cent  of  your  advancement  in  notes,  that  that 
would  hurt  you  in  any  credit  arrangements  with 
banks  for  the  corporation,  [187]  to  show  those 
notes  payable?  A.     I  don't  think  it  would. 

Q.  Well,  why  would  it,  then,  if  you  had  taken 
two-thirds  of  it  in  notes  and  a  third  in  stock? 
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A.  Well,  it  seemed  the  right  thing  to  do,  to 
take  50  per  cent. 

Q.  Well,  I  want  to  know  why  it  seemed  the 
right  thing  to  take  50  per  cent. 

A.  Well,  that  is  the  only  answer  I  could  give 
you,  sir. 

Q.  Now,  Mr.  Carpenter,  I  believe  you  stated 
that  you  did  not  read  the  1941  return  of  the  cor- 
])oration.  A.     That  is  correct. 

Q.     But  signed  it  without  reading? 

A.     Or  any  of  the  other  years. 

Q.     Or  any  of  the  other  years? 

A.     That  is  right. 

Q.    You  haven't,  to  this  day?  A.     No. 

Q.  This  1941  return  required  that  it  be  sworn 
to,  Mr.  Carpenter?  A.     That  is  right. 

Q.     Did  you  swear  to  it  before  a  notary  public? 

A.    Yes. 

Q.  Do  you  mean  to  tell  me  that  you  are  accus- 
tomed to  swearing  to  things  which  you  haven't 
read?   [188] 

A.  That  is  prepared  by  people  that  I  have  my 
trust  in,  yes. 

Q.  Then,  the  statement  on  this  1942  return, 
which  reads  that,  ^^We  the  undersigned,  president 
or  vice-president  or  other  principal  ofiScer  and 
treasur(^r  or  assistant  treasurer  or  chief  account- 
ing officer  of  the  corporation  for  which  this  return 
is  made,  being  personally  duly  sworn,  each  for 
himself  deposes  and  says  that  this  return,  including 
any  accompanying  schedules   and   statements,   has 
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been  examined  by  him  and  is  to  the  best  of  his 
knowledge  and  belief  a  true,  correct,  and  complete 
return  made  in  good  faith  for  the  taxable  year 
stated  pursuant  to  the  Internal  Revenue  Code  and 
the  regulations  issued  thereunder." 

Then,  that  was  not  a  correct  statement  on  your 
part,  is  that  correct? 

A.     Everything  happened  as  exactly  I  told  you. 

Q.  Well,  on  this  return  you  swore  that  you  had 
read  the  return,  and  now  you  state  that  you  didn't 
read  the  return. 

A.     I  didn't  read  the  return. 

Q.     So  then,  to  that  extent,  your  oath  is  false? 

Mr.  Shearer:  I  object  on  the  ground  it  calls  for 
a  conclusion  of  the  witness,  if  your  Honor  please. 

The  Court:  The  objection  is  overruled.  Excep- 
tion allowed. 

The  Witness:     Yes.   [189] 

By  Mr.  Maiden: 

Q.  Now,  Mr.  Carpenter,  you  stated  that  Mr. 
Whittaker  left  you  in  the  spring  of  1942? 

A.     That  is  correct. 

Q.  And  I  believe  you  gave  the  reason  for  his 
leaving,  your  dissatisfaction? 

A.     That  is  right. 

Q.  Now,  why  were  you  dissatisfied  with  Colonel 
Whittaker? 

A.  Well,  in  preparing  the  state  income  tax  re- 
turn for  me  which  I  signed  and  paid  as  I  did  these, 
he  had  the  state  tax  almost  as  much  as  the  federal. 
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After  he  left,  and  I  examined  my  copy,  I  called 
him  and  asked  him  if  the  state  tax  wasn't  supposed 
to  be  approximately  25  per  cent  of  the  federal  tax. 
His  answer  was  that  it  is  in  most  instances,  but  it 
also  doesn't  work  out  that  way.  So,  having  writ- 
ten the  check  for  the  large  amoimt,  I  became  suspi- 
cious and  took  my  copy  of  the  state  income  tax 
return  down  to  a  friend  of  mine  who  is  also  an 
accountant,  a  fellow  by  the  name  of  George  Tem^Dle, 
and  Ira  Thomas.  Temple  is  Shirley  Temple's 
father.  They  looked  at  it  and — I  took  both  the 
federal  and  the  state  returns  down — they  looked  at 
it  and  recomputed  it  and  there  was  an  error  of  sev- 
eral thousand  dollars.  That  was  the  first  thing, 
and  we  had  several  little  disagreements  as  we  went 
along,  and  when  he  left,  w^e  didn't  part  the  best  of 
friends.  [190] 

Q.  Well,  then,  at  that  time  w^hen  you  carried 
the  state  and  federal  returns  down  to  this  other 
accountant  and  went  over  it  with  him,  didn't  you 
discover  the  fact  that  the  return  reported  the  en- 
tire $55,000.00  investment  as  capital  stock  on  your 
federal  return? 

A.     It  was  a  prior  year,  it  wasn't  this  year. 

Q.     It  wasn't  this  year?  A.     No. 

Q.  Now,  Mr.  Carpenter,  as  president  and  chief 
executive  officer  of  this  corporation,  didn't  you  feel 
a  responsibility  with  respect  to  seeing  that  the 
books  of  the  corporation  properly  reflected  its  op- 
erations ? 

A.     I  would  have  been  very  happy  to,  if  I  could 
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understand  them.  As  I  explained  to  you,  I  worked 
on  a  cash  basis  all  my  life  and  knew  no  other  way, 
and  this  frightened  me  very  much  when  I  was 
forced  to  change  over  to  the  monthly  payments  and 
sign  several  checks  a  month. 

Q.  Well,  didn't  it  occur  to  you  that  you  should 
tell  your  bookkeeper  that  this  corporation  had 
issued  notes  for  part  of  this  advancement  and  stock 
for  the  other,  so  that  that  could  be  recorded  on  the 
books  ? 

A.  I  didn't  know  it  was  necessary  to  record  it 
on  the  books.  The  books,  to  me,  were  just  like  the 
income  tax  returns,  I  couldn't  understand  them  if 
I  looked  at  them  and  I  examined  them.  [191] 

Q.  Did  you  ever  ask  the  bookkeeper  to  explain 
the  books  to  you,  to  see  that  everything  was  going 
on  the  books  in  a  proper  manner? 

A.  1  warned  them  many  times,  but  I  didn't  ask 
to  see  the  books,  only  in  particular  instances  where 
something  appeared  too  high. 

Q.  Now,  Mr.  Carpenter,  I  will  ask  you  if  it 
wasn't  your  intention  prior  to  the  issuance  of  this 
stock  to  issue  stock  of  the  corporation  sufficient  to 
cover  the  essential  costs  of  operating  the  business. 

A.     No,  it  was  not. 

Q.  It  was  never  your  intention  to  issue  suffi- 
cient stock  to  cover  the  cost  of  building  this  drive- 
in  and  equipping  it  for  business? 

A.     Never  at  any  time. 

Q.    You  never  had  that  in  mind? 

A.     Never. 
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Q.     Did  you  ever  discuss  it?  A.     No,  sir. 

Q.     That  you  might  do  that? 

A.  No,  sir;  we  followed  the  same  procedure  in 
this  case  that  we  had  in  previous  corporations,  or 
approximate. 

Q.  Now,  then,  Mr.  Carpenter,  I  want  to  show 
you  Exhibit  4-D  to  the  stipulation  in  the  case,  whicli 
is  an  application  filed  with  the  Corporation  Com- 
missioner, and  I  call  your  [192]  attention  to  para- 
graph VIII  on  page  3,  which  states,  among  other 
things,  on  page  4,  that: 

*'.  .  .  It  is  proposed  also  to  sell  additional  of  its 
stock  for  cash  and  to  the  incorporators  if  it  should 
become  necessary  to  do  so  for  the  purpose  of  meet- 
ing the  building  or  equipment  or  for  further  ex- 
])anding  the  business  or  facilities  thereof  ..." 

What  do  you  know  about  that,  Mr.  Carpenter? 

A.     Not  a  thing. 

Q.  You  never  heard  of  that  before? 

A.  No,  sir. 

Q.  I  will  ask  you  if  this  exhibit  didn't  show 
that  you  signed  this  application  for  the  corporation. 

A.  I  signed  the  application  for  the  corporation 
personally. 

Q.  And  I  will  ask  you  if  it  doesn't  show  that 
you  lik(^wise  filed  it  under  your  oath? 

A.     Yes. 

Q.     As  appears  on  page  8? 

A.     That  is  correct. 

Q.     Now,  this  oath  states: 

''Harry  B.  Carpenter,  being  duly  sworn  on  oath 
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deposes  and  says  that  he  is  President  and  one  of 
the  directors  of  Wilshire  and  Western  Sandwiches, 
Inc.,  a  corporation,  mentioned  in  the  within  appli- 
cation, and  knows  the  contents  thereof  and  that  the 
statements  [193]  therein  are  true.'' 

Was  this  just  another  case  of  your  swearing  to 
something  without  knoAving  what  you  were  swear- 
ing to*? 

A.  That  is  right,  prepared  by  someone  that  I 
had  confidence  in. 

Q.  Now,  Mr.  Carpenter,  I  call  your  attention 
to  the  stipulation  again,  page  9,  which  shows  the 
corporation  Simon's  Florat,  the  capital  structure 
being  $10,000.00  in  stock,  $38,097.09  in  notes.  Now, 
that  is  not  split  up  fifty-fifty,  is  it?  A.     No. 

Q.  Well,  why  didn't  you  use  your  fifty-fifty 
plan  in  the  Simon's  Florat? 

A.  I  have  no  answer  for  that.  I  had  nothing 
to  do  with  the  incorporating  and  am  not  an  officer 
or  director. 

Q.  Well,  you  became  a  stockholder  and  an  in- 
vestor ? 

A.  I  was  very  happy  to  buy  stock  in  any  enter- 
prise that  Mr.  Simon  opened  up,  because  T  had 
the  utmost  faith  in  his  ability,  integrity,  and  brain 
power. 

Q.  Well,  why  did  you  take  part  of  your  invest- 
ment in  that  corporation  in  the  form  of  a  note? 

Mr.  Webster:  Your  Honor,  I  will  object  to  the 
form  of  that  question,  if  I  may. 

The  Court:  What  is  the  ground  of  your  ob- 
jection? 
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Mr.  Webster:  The  use  of  the  word,  the  use  of 
the  [194]  phrase,  ^^take  part  of  your  investment  in 
that  corporation  in  the  form  of  a  note."  This  is 
tlie  very  issue  that  we  are  talking  about. 

The  Court:     I  will  sustain  the  objection  to  the 
question  in  that  form. 
By  Mr.  Maiden: 

Q.  Mr.  Carpenter,  why  did  you,  if  you  were 
glad  to  have  stock  in  any  corporation  of  Mr.  Si- 
mon's, why  did  you  take  part  of  your  money  ad- 
vancement to  that  corporation  in  note? 

A.     Because  that  was  the  way  it  was  set  up. 

Q.     You  disclaim  any  tax  motive,  Mr.  Carpenter? 

A.     Yes,  sir. 

Q.  I  believe  you  stated  you  didn't  even  think 
about  taxes  when  this  plan  was  conceived  and  car- 
ried through  in  all  these  corporations? 

A.  I  think  my  answer  to  that  was  that  the  plan 
Avould  have  been  carried  through  if  the  tax  feature 
wasn't  there,  as  I  remember  my  answer.  I  don't 
deny  that  I  knew  the  tax  feature  was  there. 

Q.  But  did  you  deny  that  the  tax  feature  in- 
fluenced you?  A.     I  did,  because — 

Q.     And  you  now  deny  that? 

A.     T  now  deny  that.    [195] 

Q.     Emphatically?  A.     Emphatically. 

Q.  Mr.  Carpenter,  is  it  a  fact  that  you  were 
iiKlict(^d  ill  the  Federal  District  Court  in  California 
for*  filing  false  and  fraudulent  individual  income 
tax  returns  and  false  and  fraudulent  partnership 
returns  for  a  concern  by  the  name  of  Carpenter's 
Drive-In? 
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Mr.  Webster:  Your  Honor,  I  object  to  the  ques- 
tion on  the  ground  that  it  is  outside  of  the  issues 
of  this  case. 

The  Court:  Well,  of  course,  certain  questions, 
even  though  they  are  outside  the  issues  of  the  case, 
are  competent  for  pur^Doses  of  impeaching  the 
credibility  of  a  witness.    What  do  you  say  to  that? 

Mr.  Webster:  I  would  like  to  know  for  what 
purpose  the  question  is  being  asked. 

Mr.  Maiden:  For  impeachment  purposes,  of 
course. 

The  Court:  If  that  is  your  only  reason  for  ob- 
jecting, the  objection  will  be  overruled  and  excep- 
tion allowed. 

The  Witness:     I  was. 
By  Mr.  Maiden: 

Q.     Were  you  convicted,  Mr.  Carpenter? 

A.     I  entered  a  plea  of  nolo  contendere. 

Q.     What  is  that? 

A.  I  entered  a  plea  of  nolo  contendere,  if  that 
is  the  correct  term.  [196] 

Q.     Did  you  pay  a  fine?  A.     I  did. 

Q.  Did  you  receive  a  jail  sentence  or  peniten- 
tiary sentence?  A.     I  did  not. 

Mr.  Maiden:  I  believe  that  is  all,  if  the  Court 
please. 

Redirect  Examination 

By  Mr.  Webster: 

Q.  Mr.  Carpenter,  I  show  you  the  1941  income 
tax  return  of  the  corporation.  Joint  Exhibit  8-H, 
and  I  ask  you  with  respect  to  the  fine  print  just 
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above  your  signature   on  that  return,   which   Mr. 
Maiden  read  to  you,  whether  you  read  that  fin(» 
print  at  the  time  you  signed  the  return. 

A.     I  did  not. 

Q.     You  did  not?  A.     No. 

Q.  Did  you  know  the  contents  of  that  fine  print 
at  the  time  you  signed  the  return? 

A.  Oh,  in  a  general  way.  I  knew  that  I  was 
signing  that  the  return  was  correct. 

Q.  Mr.  Carpenter,  with  respect  to  the  oath  whicli 
was  attached  to  the  application  to  the  Corporation 
Commissioner  for  a  permit  to  issue  shares,  whicli 
Avas  previously  shown  to  you  by  Mr.  Maiden,  had 
you  read  that?   [197] 

A.  I  read  it  over  in  a  general  way.  I  would 
say  that  I  skipped  through  it,  probably. 

Q.  Mr.  Carpenter,  you  have  testified  to  receipt 
of  a  letter  from  Mr.  Odell,  dated  December  5,  1941, 
a  portion  of  that  letter,  the  last  paragraph  states: 

**We  enclose  statement  for  services  and  expenses 
which  we  trust  you  will  find  entirely  satisfactory.'- 

Ts  that  true?  A.     Yes. 

Q.  I  show  you  a  bill  from  Tanner,  Odell  &  Taft, 
dated  December  4,  1941,  and  ask  you  if  you  have 
scM'Ti  this  bill  before. 

A.     Yes,  that  accompanied  this  letter. 

Q.     Do  you  know  whether  that  bill  was  paid? 

A.     Tt  was,  by  check. 

Q.     Who  is  H.  B.  Carpenter,  Jr? 

A.     My  son. 

Q.     Do  you  recognize  his  signature? 

A.    Yes. 
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Q.     I  ask  you  if  this  is  his  signature. 

A.    Yes. 

Q.  Is  this  the  check  which  paid  the  attorneys' 
bill?  A.    Yes. 

Q.  The  date  of  this  check  is  January  30,  1942, 
and  the  perforation  date  shows  that  it  cleared 
through  the  bank  on  February  2,  1942.  Did  you 
understand  from  the  contents  of  the  bill  the  serv- 
ices which  had  been  rendered  and  for  which  the 
bill  was  being  presented?  A.     I  did. 

Q.     What  did  those  services  include? 

A.  It  says:  ^^For  legal  services  in  connection 
with  incorporation  permit,  lease  and  all  related 
matters,  revenue  stamps  and  messenger  service." 

Q.     And  that  was  with  respect  to — 

A.     Wilshire  and  Western. 

Mr.  Webster:  I  offer  this  as  Petitioner's  ex- 
hibit next  in  order. 

The  Court :  Why  does  that  have  any  importance 
to  this  case,  counsel?  I  heard  no  objection,  but  I 
would  like  to  know  your  arguments  why  that  fur- 
thers your  case. 

Mr.  Webster:  Your  Honor,  Mr.  Maiden  asked 
Mr.  Carpenter  on  cross  as  to  the  fact  of  whether 
Mr.  Odell  actually  sent  the  December  4th  letter — 
December  5th  letter,  1941,  on  the  date  which  the 
letter  bore,  and  whether  he  received  it  in  the  due 
course  of  mail.  Mr.  Carpenter  answered  the  ques- 
tion that  he  did  receive  it  in  the  ordinary  course 
of  mail.  A  way  of  substantiating  that  would  be  to 
establish  that  the  bill  which  was  included  in  the 
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letter  of  transmittal  was  actually  paid  a  few  months 

later. 

The  Court:     I  see.  [199] 

The  Clerk:     No.  28. 

The  Court:  Petitioner's  Exhibit  No.  28  is  ad- 
mitted in  evidence. 

(The    document    above-referred    to    was    re- 
ceived   in    evidence    and   marked    Petitioner's 
Exhibit  No.  28.) 
By  Mr.  Webster: 

Q.  Mr.  Carpenter,  you  were  asked  concerning 
a  Federal  and  a  California  tax  return  which  Mr. 
Whittaker  had  prepared,  which  you  took  down  to 
a  Mr.  Temple,  I  believe.  A.     Mr.  Thomas. 

Q.  Mr.  Thomas — and  both  of  them  indicated 
that  the  State  return  was  in  error? 

A.     That  is  right. 

Q.    What  return  were  you  talking  about? 

A.     My  personal  State  return. 

Q.  It  had  nothing  to  do  with  Wilshire  and 
Western  ? 

A.  Oh,  no,  this  was  before  Wilshire  and  West- 
ovu  was  organized. 

The  Court:  You  mean  by  that,  Mr.  Witness, 
tliat  it  was  for  a  year  prior  to  that? 

The  Witness :  No,  I  think  it  was  two  years  prior 
to  that. 

The  Court:  Well,  when  did  it  come  up,  this 
mattc^r  and  your  dissatisfaction  with  Mr.  Whit- 
taker? 

The  Witness:     It  started  at  that  time.  [2001 
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The  Court:  The  words  '*at  that  time''  are  still 
indefinite.  When  did  your  dissatisfaction  arise 
with  reference  to  the  time  of  formation  of  the  cor- 
poration which  we  have  here? 

The  Witness:  Well,  it  dated  back  from  this 
State  franchise  return.  There  were  some  other 
things  that  came  up,  but  I  can't  recall  them.  That 
one  was  a  larger  amount  and  remains  in  my  mind. 

The  Court:     Proceed. 

Mr.  Webster:     That  is  all,  your  Honor. 
Recross  Examination 
By  Mr.  Maiden: 

Q.  You  stated  that  the  question  of  the  error 
in  your  State  personal  tax  return,  that  your  dis- 
covery of  that  error  occurred  prior  to  the  forma- 
tion of  this  corporation?  A.     Yes. 

Q.  I  believe  you  stated  that  that  was  the  reason 
w^hy  you  became  dissatisfied  with  Mr.  Whittaker. 

A.  No,  I  said  there  were  nmnerous  things  that 
came  up. 

Q.  So  that  that  wasn't  the  reason  why  you 
parted  company  with  Mr.  Whittaker? 

A.     Not  entirely. 

Q.     In  the  spring  of  '42  ?  A.     Not  entirely. 

Q.  Does  Mr.  Whittaker  do  the  tax  w^ork  for 
Mr.  [201]  McDonnell  now? 

A.  I  think  not.  He  did  at  the  time  I  started 
with  Whittaker.  In  fact,  that  was  the  reason  I 
happened  to  go  to  Mr.  Whittaker  in  the  first  place. 

Q.  Do  you  have  any  explanation  at  all  to  offer 
the  Court  why  your  bookkeeper  would  have  entered 
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on  the  books  of  this  company  in  1941  the  fact  that 
this  entire  $55,000.00  advance  was  a  capital  invest- 
ment for  which  stock  was  to  be  issued? 

A.  I  don't  know  it  to  be  a  fact,  but  I  imagine 
Mr.  Whittaker  advised  her  to. 

Q.  Didn't  you  hear  Mr.  Whittaker  testify  that 
he  didn't  see  the  books,  that  all  he  did  was  prepart^ 
an  outline  and  send  it  out  to  the  company,  and  he 
didn't  see  them  again  until  he  went  out  to  take  a 
trial  balance  of  all  the  books? 

Mr.  Shearer:  I  object  to  that  question  on  tlu^ 
ground  it  misstates  the  evidence.  Mr.  Whittaker 
distinctly  testified  he  recognized  certain  pages,  if 
your  Honor  will  recall,  as  having  been  typed  in  his 
office,  the  book  which  we  are  talking  about. 

Mr.  Maiden:  That  was  the  opening  journal  en- 
tiy,  your  Honor,  that  he  put  in  there  at  the  very 
first.  He  stated  that  he  didn't  see  the  other  ])ages 
in  the  book. 

The  Court:     Will  you  read  the  question,  please? 
(The  question  was  read.)   [202] 

The  C'Ourt:     The  objection  is  overruled. 

The  Witness:     I  don't  remember  what  Colonel 
AA'hittaker's   testimony  was,   all   of  it.     I   do   feel 
confident  that  $55,000.00  wasn't  entered  by  my  book- 
keeper, although  her  initials  are  in  there. 
By  Mr.  Maiden: 

Q.  What  makes  you  feel  confident  it  wasn't 
<Mitered  by  your  bookkeeper? 

A.     Isn't  it  typewritten? 

Q.     No,  it  is  not. 
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A.  If  it  is  in  typewriting,  it  wasn't  entered  hy 
her,  because  they  don't  use  the  typewriter. 

Q.  Now,  on  this  Account  No.  1032,  entitled 
^^ Stock  Subscriptions  Receivable,"  I  will  ask  you 
if  the  postings  in  there  aren't  in  ink. 

A.     That  is  right. 

Q.  You  recognize  that  handwriting,  Mr.  Car- 
penter? A.     No,   I  don't. 

Q.     Now,  I  will  also  call  your  attention  to — 

A.  This  handwriting  here  (indicating)  looks 
very  much  like  the  lady  that  was  working  for  me 
in  the  beginning,  but  this  (indicating)  doesn't. 

Q.  Now,  I  will  also  call  your  attention  to  Ac- 
count No.  302. 

The  Court:  Now,  Counsel,  I  call  your  attention 
to  [203]  the  fact  that  the  word  ^^this"  is  very  in- 
definite, and  just  from  hearing  the  words  ^Hhis  is" 
so  and  so  and  ^^this  is"  so  and  so,  I  won't  know 
what  that  testimony  means. 
By  Mr.  Maiden: 

Q.  Coming  back  to  Account  No.  103,  under  date 
of  1941,  being  put  in  in  ink,  under  that  December 
31  in  ink,  posting  reference  J-3  in  ink,  and  under 
word  ^Tredit,"  $55,000.00,  and  then  likewise,  De- 
cember 31,  ditto  for  posting  reference  in  ink,  $55,- 
000.00.  Now,  do  you  know  whose  handwriting  that 
is?  A.     No,  I  do  not. 

Q.     You  do  not? 

A.  As  I  say,  these  initials  by  the  side  of  it  look 
like  her  handwriting,  but  the  words  ^^Post  for 
credit,  refund  of  excess  profits  tax,"  don't  look  like 
her  handwriting.    It  could  be. 
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Q.  I  believe  the  ^^55"  in  each  one  of  these  fig- 
ures of  $55,000.00"  has  been  marked  through  with 
a  pencil  and,  in  pencil,  ^^30"  has  been  entered  above 
the  ^S55",  is  that  right?  A.     That  is  right. 

Q.  Now,  calling  your  attention  to  Account  No. 
302  in  this  ledger  book  that  has  been  identified  as 
being  the  ledger  book  of  the  corporation,  designated 
^* Stock  Unissued,"  I  will  ask  you  if  this  doesn't 
bear  an  entry  under  1941,  March  24,  and  under  the 
colimm  ^ Charges,"  $75,000.00,  and  then  if  und(M' 
[204]  that  it  doesn't  bear  the  date  December  3],  and 
following  that,  $55,000.00,  w^hich  has  been  run 
through  with  an  ink  mark,  and  if  under  the  column 
^ Credits"  $55,000.00  doesn't  appear  in  ink,  and  the 
*S55"  has  been  marked  through  and  ^^30"  put  above 
it.  A.     That  is  right. 

Q.  I  will  ask  you  if,  under  the  column  ** Bal- 
ance," there  isn't  a  figure  in  pencil  of  $45,000.00. 

A.     That  is  right. 

Q.     Do  you  know  whose  handwriting  that  is? 

A.  No,  but  I  imagine  it  is  Mrs.  Jennings,  my 
bookkeeper. 

Q.  You  have  no  explanation  to  offer  as  to  how 
she  could  have  made  those  entries? 

A.  No,  unless  Mr.  Whittaker  advised  her  to. 
'^rhat  is  the  general  procedure  in  my  office,  for  the 
auditor  to  have  the  bookkeeper  enter  them  in  the 
ledger,  or  the  accountant  do  it  himself. 

Q.  Did  you  have  an  auditor  at  that  time,  in 
1941?  A.     I  had  Mr.  Whittaker. 

Q.  Well,  I  understood  Mr.  Whittaker  to  testify 
that  he  was  not  in  charge — 
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A.  I  am  in  error.  I  guess  I  called  him  in  as 
an  auditor  on  Wilshire  and  Western. 

Q.     Simply  for  the  purpose  of  setting  up — 

A.     A  set  of  books.  [205] 

Q.     Set  of  books? 

A.  Which,  by  the  way,  is  the  first  set  of  books 
I  ever  had. 

Q.  I  believe  Mr.  Whittaker  testified,  in  addition 
to  typing  the  opening  statements  in  your  journal, 
that  he  sent  you  a  list  designating  the  entry  num- 
ber, account  number,  and  the  title  of  the  account, 
and  that  that  is  all  he  had  to  do  with  the  books. 

A.  That  I  don't  remember.  Now,  I  think  he 
said — 

Mr.  Shearer:  Just  a  minute,  please.  I  object 
to  the  question,  which  is  not  a  question  but  simply 
a  statement  of  what  Colonel  Whittaker  was  sup- 
posed to  have  testified  to  and  which  is  a  matter  of 
record  here. 

Mr.  Maiden:     Your  Honor,  I  have  got  a  right — 

The  Court:  The  objection  is  overruled;  excep- 
tion is  allowed. 

The  Witness:     I  think  he  said  his  son  came  out 
and  typed  some  pages  in  the  ledger. 
By  Mr.  Maiden: 

Q.     What? 

A.  I  think  he  said  his  son  came  out  and  typed 
some  pages  in  the  ledger.  I  don't  remember  his 
son  ever  coming  out,  but  that  is  what  he  stated  and 
probably  is  true. 

Q.  Of  course,  his  testimony  is  in  the  record, 
and  I  may  have  been  wrong  about  it.  [206] 


182        Wilshire  &  Western  Sandtviches,  Inc. 

(Testimony  of  Harry  B.  Carpenter.) 

A.     Well,  I  am  sure  he  mentioned  his  son. 

Q.     1  believe  he  stated  that  his  son  took  off  the 
trial  balance? 

The  Court:     Well,  let's  not  discuss  the  evidence 
any  further.    It  is  there  for  v^hatever  it  states. 

Mr.  Maiden:     I  believe  that  is  all,  if  the  Court 
please. 

The    Court:     Anything    further    from   this    wit- 
ness? 

Mr.  Webster;     Nothing,  your  Honor. 

The  Court:     Do  both  sides  agree  to  excuse  the 
witness  from  further  attendance  in  this  case? 

Mr.  Maiden:     As  far  as  the  respondent  is  con- 
cerned. 

Mr.  Webster:     Yes. 

The  Court:     You  are  excused  from  further  at- 
tendance. 

(Witness  excused.) 

Whereupon, 

ELIAS  J.  AYE, 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioner, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows: 

The  Clerk:     Will  you  tell  us  your  name? 
The  Witness:     Elias  J.  Aye. 

Direct  Examination 

By  Mr.  Webster: 

Q.     Mr.  Aye,  what  is  your  occupation?  [207] 
A.     I  am  a  member  of  the  California  State  bar 
and  a  certified  public  accountant. 
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Q.     How  long  have  you  been  in  practice? 

A.     Since — in  law  practice? 

Q.  Well,  let's  break  it  dow^n,  then.  How  long- 
in  law  practice? 

A.  Well,  I  was  admitted  to  the  State  bar  in 
1913  and  I  passed  the  C.P.A.  examination  in  1918. 

Q.  Are  you  in  the  active  practice  of  both  of 
those  professions  at  the  present  time? 

A.  Well,  I  would  say  I  am  retired.  I  still  do  a 
little  work. 

Q.     Were  you  active  in  1941?  A.    Yes. 

Q.  We  have  had  testimony  to  the  effect  that  a 
client  of  yours  in  1942  for  accounting  purposes 
was  Wilshire  and  Western  Sandwiches,  is  that  cor- 
rect ?  A.     Yes. 

Q.  When  did  you  first  commence  working  witli 
them  as  a  client? 

A.  I  believe  it  was  April  or  May,  1942.  It  was 
after  the  tax  season,  I  know  that. 

Q.  Can  you  recount  for  the  Court  the  circum- 
stances under  which  you  acquired  Wilshire  and 
Western  Sandwiches  as  a  client?  [208] 

A.  William  H.  Simon  and  Mike  Lyman,  clients 
of  mine  since  about  1918  or  '19,  and  Mr.  Simon 
told  me  that  he  wanted  me  to  go  out  and  take  a 
look  at  this  Wilshire  and  Western  set  of  books 
and  see  what  they  had,  that  he  didn't  have  confi- 
dence in  the  man  they  had  out  there,  and  he  wanted 
to  know  what  was  on  the  books. 

Q.  Did  he  mention  to  you  the  name  of  the  man 
whom  they  had  out  there? 

A.     Yes,  I  think  he  did. 
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Q.     Do  you  remember  the  name? 

A.     Colonel  Whittaker. 

Q.  You  say  you  went  out  there  in  April  or  May 
of  1942?  A.     Yes. 

Q.  What  was  the  first  thing  which  you  did  when 
you  got  out  there? 

A.  Well,  I  imagine  the  first  thing  I  did  was  to 
try  to  get  a  trial  balance  on  the  general  ledger. 

Q.     Do  you  recall  as  of  what  date? 

A.     No,  I  wouldn't  recall  that  now. 

Q.  Was  it  around  the  time  at  which  you  went 
out  there? 

A.    Yes,  it  was  a  current  trial  balance. 

Q.  Do  you  recall  the  results  of  that  attempt  to 
take  a  trial  balance? 

A.  Well,  being  acquainted  with  Mr.  Simon's 
business,  I  knew  that  he  had  taken  notes  from  the 
Wilshire  and  Western  [209]  Sandwiches — Wilshire 
and  Western  Corporation — and  they  showed  no 
notes  on  the  books  at  all.  I  knew  that  all  of  the 
contributors  to  the  stock  out  there  had  notes,  too. 

Q.  Having  found  that  out,  what  was  your  next 
step? 

A.  Well,  I  went  back  and  talked  to  Mr.  Simon 
and  talked  to  Mr.  Carpenter  and  they  agreed  that 
it  was  wrong,  and  to  dig  into  it  and  straighten  it 
out. 

Q.  Did  you  attempt  to  take  a  trial  balance  at 
an  earlier  date? 

A.  Well,  they  had  a  trial  balance  at  an  earlier 
date. 

Q.     What  date  was  that? 
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A.  Well,  they  had  the  trial  balance  at  the  end 
of  the  previous  year. 

Q.     That  would  be  December  31,  1941? 

A.    Yes. 

Q.  I  believe  these  are  your  working  papers 
which  you  used  in  connection  with  your  work  at 
Wilshire  and  Western,  is  that  correct? 

A.     Yes,  that  is  correct. 

Q.  Did  you  personally  prepare  those  working 
papers  ? 

A.     Yes,  these  are  in  my  own  handwriting. 

Q.  You  stated  you  took  a  trial  balance  as  of 
December  31,  1941.  What  was  the  result  of  that 
trial  balance? 

A.  Well,  the  trial  balance  did  not  reflect  the 
notes  which  the  corporation  had  issued.  It  mis- 
stated the  amount  of  [210]  capital  stock  outstand- 
ing. 

Q.  Can  you  see  anything  else  in  that  trial  bal- 
ance which  was  in  error? 

A.  Yes.  They  had  a  number  of  refunds  shown 
as  income,  and  I  asked  Mr.  Carpenter  how  a  con- 
cern just  starting  in  business  could  have  a  lot  of 
refunds,  what  they  were  from,  and  I  finally  got  him 
to  spend  enough  time  with  me  to  look  at  them,  and 
he  said,  ^^Oh,  those  are  in  connection  with  thc^ 
business  v/hich  I  had  on  the  old  stand.  Those  are 
mine.     They  don't  belong  to  this  corporation." 

I  said,  ^^All  right,  I  will  take  them  out." 

Q.     Is  that  what  you  did? 

A.     Yes.    Then  I  set  up  the  notes  and  set  the 
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capital  stock  up  the  way  the  stock  had  been  issued 
in  accordance  with  the  permit  from  the  Corpora- 
tion Commissioner. 

Q.  Did  you  examine  the  1941  tax  return  which 
had  been  filed?  A.    Yes. 

Q.     That  is,  the  retained  copy  of  it? 

A.    Yes,  sir. 

Q.  What  did  you  conclude  with  respect  to  its 
accuracy  ? 

A.  Well,  it  was  inaccurate  as  to  the  things  which 
I  mentioned,  and  I  prepared  an  amended  return 
and  filed  that  with  the  Collector  of  Internal  Reve- 
nue, and  a  copy  with  the  State  Franchise  Tax 
Commissioner.  [211] 

Q.  Do  you  recall  the  manner  in  which  you  filed 
the  amended  return  with  the  Collector  of  Internal 
Revenue  ? 

Mr.  Maiden:  Has  he  testified  that  he  did  file 
one? 

Mr.  Webster:     Yes,  he  did. 

The  Court:     He  stated  he  did,  a  moment  ago. 

Mr.  Maiden:     All  right. 

The  Witness:     I  mailed  it  in,  my  office  mailed 
it  in. 
By  Mr.  Webster: 

Q.  Mr.  Aye,  I  show  you  a  1941  ^^Corporation 
Income  and  Declared  Value  Excess-Profit  Tax  Re- 
turn," which  is  in  pencil,  and  ask  you  whether 
you  can  identify  the  handwriting. 

A.     Yes,  that  is  my  handwriting. 

Q.  The  statement  at  the  top  of  the  form  reads, 
*' Amended  return,''  is  that  your  handwriting? 
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A.     Yes,  it  is. 

Q.     Do  you  recall  preparing  this  form? 

A.     Very  well. 

Q.  Do  you  recall  the  date  at  which  you  prepared 
this  form? 

A.     Well,  it  was  possibly  May  of  1941. 

Q.     May  of  1941?  A.     '42,  pardon  me. 

Q.  Mr.  Aye,  I  show  you  a  typewritten  form  of 
1941  ''Corporation  Income  and  Declared  Value  Ex- 
cess-Profit Tax  Return,''  and  ask  you  whether  you 
can  identify  this  form.  [212]  A.     Yes. 

Q.     What  would  you  say  it  is? 

A.  Well,  that  is  a  corporation  income  tax  re- 
turn for  the  year  1941,  and  it  was  typed  on  a  ma- 
chine which  we  had  in  our  office. 

Q.    You  recognize  the  type  of  the  typewriter? 

A.     Yes,  it  is  an  unusual  type. 

Q.  From  inspection,  does  it  accord  with  the 
pencil  copy  of  the  return  which  you  have? 

A.     Yes. 

Q.  Was  it  a  duplicate  or  replica  of  this  type- 
written return  which  was  sent  in  the  mails  by  you 
to  the  Collector  of  Internal  Revenue? 

A.     Yes,  this  is  our  retained  copy. 

Mr.  Webster:  I  will  offer  the  penciled  1941  tax 
return  as  Petitioner's  Exhibit  next  in  order. 

Mr.  Maiden:  Your  Honor,  I  would  appreciate 
very  much  if  counsel  would  simply  offer  it  for  iden- 
tification at  this  time  and  give  me  an  opportunity 
to  examine  Mr.  Aye  before  stating  I  have  no  ob- 
jection. 

Mr.  Webster:     Very  well,  your  Honor. 
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The  Court:     Identify  the  instrument. 

The  Clerk:     It  is  identified  as  No.  29. 

(The  document  above-referred  to  was  marked 
Petitioner's  Exhibit  No.  29  for  identification.) 

Mr.  Webster:  I  offer  the  typewritten  1941  cor- 
poration amended  return — 

Does  your  same  request  apply  to  this? 

Mr.  Maiden:  Yes,  but  it  would  seem  to  me  that 
one  would  do  the  trick,  though.  I  don't  see  the 
sense  of  putting  both  in. 

Mr.  Webster:     Just  for  identification. 

The  Clerk:     It  will  be  No.  30. 

The  Court:  It  will  be  marked  for  identification 
as  Exhibit  No.  30. 

(The  document  above-referred  to  was  marked 
Petitioner's  Exhibit  No.  30  for  identification.) 
By  Mr.  Webster: 

Q.  Mr.  Aye,  Exhibit  8-H  has  been  identified  as 
the  original  1941  tax  return  which  had  been  pre- 
pared by  Mr.  Whittaker.  The  amount  of  normal 
taxable  net  income  shown  on  this  return  is  $5,094.88. 
I  ask  you  whether  you  can  locate  that  amount  in 
the  general  ledger  of  Wilshire  and  Western  Sand- 
wiches. 

A.  Yes,  it  is  here  in  the  journal  in  someone 
else's  handwriting. 

Q.     Do  you  know  whose  handwriting  it  is? 

A.  No,  I  don't,  but  the  entry  in  the  ledger  is 
in  my  handwriting. 

Q.     What  entry  is  that?  [214] 

A.  Setting  up  this  earned  surplus  which  Colonel 
Whittaker  showed. 
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Q.  Do  you  recall  whether  there  was  a  ledger 
sheet  entitled  ''Earned  surplus/'  prior  to  the  time 
of  your  commencing  to  work  for  Wilshire  and 
Western  Sandwiches? 

A.     I  think  there  must  not  have  been. 

Q.     Do  you  know  whose  handwriting — 

A.     That  is  my  handwriting. 

Q.  You  are  speaking  now  of  the  words  ''Earned 
surplus''?  A.    Yes. 

Q.     Under  the  word  "Capital"  in  the  ledger? 

A.     Yes. 

Q.  At  the  top  of  the  page,  that  handwriting  is 
yours?  A.     That  is  right. 

Q.  Would  you  describe  for  the  Court  the  sig- 
nificance of  the  next  entry  imderneath  the  entry  of 
$5,096.88,  which  you  have  stated  you  incorporated 
in  the  earned  surplus  ledger? 

A.  Those  are  the  correcting  entries  which  I 
made  to  take  out  the  miscellaneous  receipts  and 
make  the  other  adjustments  necessary  to  have 
Colonel  Whittaker's  trial  balance  reflect  the  trans- 
actions according  to  the  minutes  of  the  corporation, 
and  according  to  the  true  nature  of  the  miscella- 
neous receipts. 

Q.     Does  the  second  entry  under  the  earned  sur- 
plus ledger  refer  to  these  papers  under  the  tab 
"Journal"  appearing  on  [215]  pages  4,  5,  and  6? 
A.    Yes. 

Q.     Are  these  pages  4,  5,  and  6  under  the  tab 
"Journal"  in  a  handwriting  familiar  to  you? 
A.     They  are  in  my  handwriting. 
Q.     They  are  in  your  handwriting? 
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A.    Yes. 

Q.  Do  you  recall  when  you  made  this  journal 
entry  of  which  we  are  speaking,  that  is,  J-4,  -5, 
and  -6?  A.     Possibly  in  May,  '42. 

Q.  Can  you  find  in  the  ^^ Earned  surplus''  ledger 
an  account,  or  in  J-4,  -5,  and  -6,  the  amount  of  the 
net  income,  normal  taxable  income,  which  you  ar- 
rived at  as  proper  for  the  year  1941  for  the  cor- 
poration? A.    Yes,  it  is  this  $2,468.16. 

Q.  This  amount  corresponds  with  the  amount 
on  the  tax  return  which  you  have  previously  iden- 
tified? A.     Yes. 

Q.  Mr.  Aye,  are  you  familiar  with  the  adjust- 
ments which  were  made  by  the  revenue  agent  in  the 
1941  tax  return  of  the  corporation? 

A.  In  a  general  way.  I  didn't  handle  that  per- 
sonally. 

Q.  Have  you  ever  seen  a  copy  of  the  90-day 
letter  which  was  issued  by  the  Internal  Revenue 
service  of  the  Treasury  Department  on  January  31, 
1946?    [216] 

A.     No,  I  think  I  never  have  seen  this. 

Q.  On  page  3  of  the  90-day  letter  is  the  state- 
ment that  the  net  income  adjusted  for  the  taxable 
year  ended  December  31,  1941,  is  in  the  amount  of 
$2,237.18. 

A.  Well,  I  think  I  will  have  to  change  my 
answer. 

Mr.  Maiden:  If  your  Honor  please,  I  object  to 
this  witness  testifying  from  that  document.  He 
has  stated  that  he  has  never  seen  it  before.  I  just 
don't  understand  the  purpose  of  it.  It  relates  to 
the  taxable  year  1944. 
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Mr.  Webster:  What  relates  to  the  taxable  year 
1944? 

Mr.  Maiden:  This  90-day  letter  I  thought  you 
were  referring  to  relates  to  1941,  doesn't  it? 

Mr.  Webster:  Yes.  If  we  are  going  to  excJudo 
everything  that  related  to  the  calendar  year  1941, 
we  would  have  stricken  a  lot  of  this  testimony. 

Mr.  Maiden:  Well,  if  your  Honor  please,  the 
tax  liability  of  this  petitioner  for  the  year  1941  is 
not  before  the  Court  in  this  proceeding.  I  haven't 
caught  the  possible  materiality  of  this  examination. 

Mr.  Webster:  If  your  Honor  please,  the  abili- 
ties, the  respective  abilities,  of  the  accountants  em- 
I)loyed  by  Wilshire  and  Western  Sandwiches,  have 
apparently  been  placed  in  issue. 

Mr.  Maiden:     The  respectabilities? 

Mr.    Webster:     Respective    abilities.    [217] 

Mr.  Maiden:  I  haven't  so  conceived  any  such 
issue  in  this  case. 

Mr.  Webster:  Well,  our  claim  was,  and  was 
made  at  the  outset — 

The  Court:  Just  direct  your  objection  to  me 
and  not  to  each  other.  I  don't  want  a  harangue 
and  soliloquy  between  you,  on  the  part  of  either 
one  of  you,  or  between  you. 

Mr.  Webster:  If  your  Honor  please,  our  con- 
tention is  that  the  original  return  filed  by  Mr. 
Whittaker  was  in  error ;  that  the  amended  return— 

The  Court:     For  1941? 

Mr.  Webster:  For  the  calendar  year  of  1941; 
that  an  amended  return  was  filed ;  that  this  amended 
return  corresponds  within  two  hundred  dollars  or 
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thereabouts  of  the  amount  which  the  revenue  agent 
conceded  to  be  correct,  and  that  this  in  turn  reflects 
upon  the  abilities  of  the  accountant  who  was  origi- 
nally employed  by  the  petitioner  in  this  case. 

The  Court:     Well,  that  is  going  pretty  far,  but 
I  will  not  stop  you.    The  objection  is  overruled. 
By  Mr.  Webster: 

Q.  Mr.  Aye,  are  you  able  to  reconcile  the 
$2,237.18  of  the  90-day  letter  with  your  $2,468.16? 

A.     Not  exactly,  but — 

If  your  Honor  please,  the  reason  I  said  I  thought 
I  [218]  w^ould  have  to  change  my  answer  about 
never  having  seen  this  before,  in  my  own  handwrit- 
ing I  have  an  amount  written  here  which  the  agent 
shows,  so  I  have  seen  it  before. 

Q.  And  with  respect  to  the  reconciliation  of  the 
two  amounts,  would  you  offhand  be  able  to  give  us 
a  reconciliation?  A.     Not  offhand,  no. 

Q.  Mr.  Aye,  it  is  evident  one  of  the  differences 
between  the  original  tax  return  filed  by  Mr.  Whit- 
taker  and  the  amended  return  which  you  have 
stated  you  filed,  as  found  on  the  balance  sheet,  page 
4  of  the  return — would  you  describe  the  nature  of 
the  difference  found  therein? 

A.  Colonel  Whittaker  set  up  the  entire  amount 
of  money  advanced  by  the  stockholders  for  which 
they  took  notes,  and  for  which  they  took  stock,  all 
as  common  stock.  On  the  balance  sheet  which  I 
set  up,  I  showed  $30,000.00  capital  stock  and  $25,- 
000.00  notes  payable. 

Q.    Did  you  ever  see  the  stock  certificates? 

A.    Yes,  I  have  seen  the  stock  book. 
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Q.     You  have  seen  the  stock  book? 

A.     Yes. 

Q.     Where  did  you  see  the  stock  book? 

A.     In  Mr.  Odell's  office, 

Q.     Did  you  see  any  other  corporate  records? 

A.     I  saw  the  minute  book,  also  the  stock  book. 

Q.     When  was  it  that  you  saw  those? 

A.  When  I  made  these  changes,  along,  in,  pos- 
sibly, 1942. 

Q.  Did  you  ever  see  any  notes  of  the  corpora- 
tion referring  to  either  or  some  or  all  of  Mr.  Ly- 
man, Mr.  Simon,  Mr.  Carpenter,  or  Mr.  McDonnell  ? 

A.  I  know  that  I  saw  Mr.  Simon's  and  Mr. 
Lyman's  notes. 

Q.     You  saw  those? 

A.     Yes,  that  is  how  I  knew  this  couldn't  be. 

Q.  Mr.  Aye,  I  wonder  if  you  could  clarify  the 
penciled  corrections  to  which  reference  has  pre- 
viously been  made,  found  in  Account  No.  1032,  the 
title  of  that  account  is  ^' Stock  Subscriptions  Re- 
ceivable." 

A.    Yes,  those  are  my  changes. 

Q.     The  penciled  changes  are  yours? 

A.    Yes. 

Q.  You  are  referring  to  a  line  in  pencil  drawn 
through  the  digits  ''55"  and  a  number  ''30"  writ- 
ten above?  A.    Yes. 

Q.  Can  you  explain  the  circumstances  surroimd- 
ing  the  making  of  this  correction? 

A.  This  Account  1032  is  "Stock  Subscriptions 
Receivable."  Whoever  set  this  up.  Colonel  Whit- 
taker  or  the  bookkeeper,  set  up  $55,000.00  as  stock 


194         Wilshire  &  Western  Sandwiches,  Inc. 

(Testimony  of  Elias  J.  Aye.) 

subscriptions  receivable,  and  according  to  the  min- 
ute book  and  to  the  word  of  the  attorney  and  the 
stockholders,  it  was  only  $30,000.00.  [220] 

Q.  Was  it  for  this  reason  that  you  made  the 
change  ?  A.     Yes. 

Q.  There  is  a  posting  reference  opposite  each 
one  of  these  changes  on  Account  No.  1032,  to  J-3? 

A.     Yes. 

Q.  Would  you  describe  for  the  Court  what  you 
find  on  J-3? 

A.  J-3  shows  a  debit  to  stock  subscriptions  re- 
ceivable of  $30,000.00,  a  credit  to  capital  stock  un- 
issued of  $30,000.00,  the  original  entry  in  both  in- 
stances was  $55,000.00. 

The  Court:  Mr.  Aye,  will  you  keep  your  voice 
up  a  little  more,  please? 

The  Witness :     I  am  sorry,  sir. 
By  Mr.  Webster: 

Q.  The  original  entry  you  say  was  $55,000.00. 
Do  you  know  in  whose  handwriting  that  was? 

A.     No,  I  do  not. 

Q.  Do  you  know  whose  handwriting  made  the 
correction  ? 

A.  That  is  my  handwriting  that  made  the  cor- 
rection. 

Q.  Can  you  place  in  point  of  time  the  making 
of  this  correction  and  the  making  of  the  correction 
in  the  Account  No.  1032? 

A.     Well,  they  would  be  made  together. 

Q.  All  of  this  you  have  previously  said  you  did 
about  in  May  of  1942?  [221] 

A.     That  is   correct. 
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Q.  I  call  your  attention  to  Account  No.  203. 
This  account  is  entitled,  ^'Advances  by  stock- 
holders/' and  I  ask  you  to  explain  to  the  Court 
what  you  find  on  that  page. 

A.  It  says  ''Wilshire  and  Western  Sandwiches, 
Inc.,  Advances  by  stockholders,"  and  it  says, 
''Journal."  It  doesn't  say  which  one.  It  must  be 
Journal  4.     I  have  a  credit  of  $25,000.00. 

Q.     The  first  credit  is  a  credit  of  $25,000.00? 

A.     Yes. 

Q.     Do  you  know  whose  handwriting  that  is  in? 

A.     That  is  my  handwriting. 

Q.  You  have  stated  that  the  posting  reference 
is  to  what?  A.     It  is  to  J-4. 

Q.  Posting  reference  is  to  J-4.  At  the  top  of 
the  J-4  is  printed  ''Record  of  journal  entries,  month 
of" — interlined  between  "of"  and  "journal"  is  a 
w^ord  "correcting",  which  is  in  pencil.  Do  you 
recognize  that  handwriting? 

A.     Yes,  that  is  my  handwriting. 

Q.  And  written  in  pencil  is  the  date  "December 
31,  1941."     Do  you  recognize  that  handwriting? 

A.     Yes,  that  is  also  my  handwriting. 

Q.  Now,  at  the  bottom  of  the  page  is  a  journal 
entry  stating  "Capital  Stock,  $25,000.00  charged, 
and  Notes  [222]  Payable,  $25,000.00  credit,"  with 
the  legend,  "To  correct  amount  shown  as  capital 
stock  issued  and  credit  Notes  Payable  for  differ- 
ence." 

Do  you  recognize  that  handwriting? 

A.     That  is  my  handwriting. 
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Q.  You  have  previously  stated  that  this  page 
was  written  by  you  at  about  the  same  time  as  the 
other  pages  were  corrected,  is  that  true? 

A.  That  is  correct,  these  are  my  corrections,  my 
correcting  entries. 

Q.  It  is  this  journal  entry  you  state  to  which 
the  first  entry  in  Account  203  refers? 

A.     Yes. 

Q.  Would  you  kindly  describe  for  the  Court  the 
second  entry? 

A.  The  second  entry  is  dated  February,  1942, 
and  it  says,  ^'Bank  deposit,  also  a  credit  of  $10,- 
000.00." 

Q.     Do  you  know  whose  handwriting  that  is? 

A.     That  is  my  handwriting. 

Q.     Can  you  explain  what  that  would  refer  to? 

A.  That  would  be  an  additional  $10,000.00  ad- 
vanced to  the  corporation  by  the  stockholders. 

Q.     At  what  time?  A.     In  February,  1942. 

Q.  Would  you  briefly  explain  to  the  Court  what 
the  [223]  contents  of  the  remaining  entries  on  the 
])age,  Account  No.  203,  show? 

A.  The  next  entry  bears  the  date  of  September 
30,  1942.  The  posting  reference  is  the  checkbook 
21,  and  a  charge  for  $10,000.00,  which  would  indi- 
cate^ that  $10,000.00  had  been  repaid  to  the  notes 
payal)l(\ 

Then,  th(^  next  entry  is  1943,  April — 

Q.  Pardon  me,  may  I  interrupt,  Mr.  Aye?  Do 
you  recognize  this  handwriting  of  the  entry  which 
you  previously  described? 

A.  No,  I  do  not.  It  must  be  the  bookkeeper  at 
Carpenter's. 
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Q.     Continue. 

A,  The  next  entry  is  April,  1943,  April  30tli, 
check  register  14,  a  debit  of  $9,998.99. 

Q.     Do  you  recognize  that  handwriting? 

A.     That  is  Mr.  Tompkins'  handwriting. 

Q.     Mr.  Tompkins  is  who? 

A.  Mr.  Tompkins  is  a  certified  public  account- 
ant who  has  been  associated  with  me  for  a  great 
many  years,  and  he  took  charge  of  the  handling  of 
this  account  after  I  had  made  the  first  entries  and 
we  had  threshed  it  around.    He  ran  it  from  then  on. 

Q.  Would  you  explain  to  the  Court  the  signifi- 
cance of  this  entry  which  you  just  read?  [224] 

A.  That  would  mean  that  the  corporation  had 
returned  $9,998.99  to  the  notes,  they  paid  that  much 
on  the  notes  to  the  stockholders. 

Q.    Would  you  read  the  next  entry? 

A.  The  next  entry  is  made  on  May  31,  1944, 
and  then  in  pencil  after  it  is  written  ^^May  23," 
which  is  probably  the  date  that  the  checks  were 
dated. 

Check  register  65,  $10,001.01. 

Q.     Do  you  recognize  that  handwriting? 

A.     That  is  Mr.  Tompkins'  handwriting. 

Q.  And  the  significance,  I  take  it,  would  be  the 
same  as  the  previous  one? 

A.  That  w^as  an  additional  payment  on  the 
notes. 

Q.  Would  you  finally  explain  the  last  entry  on 
the  page? 

A.     The  last  entry  is  March  31,  1945,  check  reg- 
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ister  11,  $5,000.00,  which  paid  ofP  the  balance  on 

the  advances  by  stockholders. 

Q.     And  that  handwriting? 

A.     That  is  Mr.  Tompkins'. 

Q.  Turn  to  Account  No.  302,  which  is  titled 
*' Capital  Stock  Unissued,''  and  I  ask  you  to  ex- 
plain briefly  to  the  Court  what  you  find  on  that 
l)age. 

A.  The  opening  entry  on  this  account  was  a 
debt  of  $75,000.00.  [225] 

Q.     Do  you  recognize  that  handwriting? 

A.  No,  but  it  is  the  same  handwriting  that  made 
the  other  opening  entries.    I  don't  know  who  it  is. 

Q.     The  posting  reference  is 

A.     The  posting  reference  is  J-2. 

Q.  And  J-2,  I  believe,  has  been  previously  iden- 
tified as  the  typewritten  journal  entry  prepared  by 
Mr.  Whittaker  in  his  own  office? 

A.     That  is  correct. 

Mr.  Maiden:     Just  a  second,  counsel 

By  Mr.  Webster: 

Q.  Would  you  kindly  explain  to  the  Court  the 
significance  of  the  next  entry  you  find  on  Account 
No.  302? 

A.  There  had  previously  been  an  entry  made,  a 
credit  of  $55,000.00,  which  I  changed  to  $30,000.00 
for  the  same  reason  that  I  changed  the  capital  stock 
issued. 

Q.     The  correction  is  in  your  handwriting? 

A.     Yes. 

Q.  Do  you  remember  when  you  made  that  cor- 
rection ? 
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A.     The  same  time  I  made  the  other  corrections. 

Q.  Can  you  recall  any  other  adjustments  which 
you  made  with  respect  to  the  stock  and  lonn  ac- 
counts, other  than  the  ones  which  we  just  dis- 
cussed? A.     I  think  that  is  all  of  them. 

Q.  Mr.  Aye,  I  show  you  the  1942  tax  return 
filed  by  [226]  Wilshire  and  Western  Sandwiches, 
and  ask  you  whether  you  know  who  prepared  that 
return. 

A.     Yes,  that  was  prepared  in  our  office. 

Q.     Is  this  your  signature  on  the  return? 

A.     This  is  my  signature,  yes. 

Q.  I  call  your  attention  to  the  balance  sheet  on 
the  reverse  side  of  the  tax  return  prepared  by  you 
for  the  calendar  year  1942.  Would  you  kindly  read 
to  the  Court  the  loan  payable  and  capital  stock  en- 
tries that  are  made  on  that  balance  sheet? 

Mr.  Maiden:  If  the  Court  please,  that  return  is 
in  evidence  and  I  think  it  is  wasting  the  time  of 
the  Court  to  have  him  read  off  figures  that  appear 
on  the  balance  sheet  of  the  return  which  is  in  evi- 
dence. 

The  Court:  We  have  been  going  into  an  awful 
lot  of  detail  here,  counsel.  Why  is  it  necessary  to 
repeat  what  is  in  the  record? 

Mr.  Webster:  If  your  Honor  please,  I  w^as 
about  to  ask  the  witness  whether  the  reason  that 
he  prepared  this  1942  return  in  the  manner  in 
which  he  did  stemmed  from  the  corrections  which 
he  made  in  the  books. 

The  Court:     The  objection  is  overruled. 
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Mr.  Webster:     Would  you  read  the  question? 
(The  question  was  read.) 

The    Witness:     The    loans    payable    were    $25,- 
000.00,  [227]  both  at  the  beginning  and  the  end  of 
the  period.   The  capital  stock  was  $30,000.00  at  the 
beginning  and  the  end  of  the  period. 
]>y  Mr.  Webster: 

Q.  Were  those  entries  on  that  balance  sheet  the 
result  of  corrections  which  you  had  made  on  the 
books  of  Wilshire  and  Western? 

A.  Yes,  it  was  changed  from  $55,00.00  to  $30,- 
000.00. 

Q.  I  show  you  the  balance  sheet  on  page  4  of 
the  1943  income  tax  return,  and  ask  you  to  read 
for  the  Court  the  same  entries  or  corresponding 
entries. 

A.  At  the  beginning  of  the  year,  the  loans  were 
$25,000.00,  the  stock  was  $30,000.00.  At  the  end  of 
the  year  the  loans  were  $15,001.01,  the  capital  stock 
$30,000.00. 

Mr.  Webster:  Your  Honor,  at  this  time  I 
should  like  to  introduce  into  evidence  the  ledger 
of  Wilshire  and  Western  Sandwiches,  making  a 
motion  at  the  same  time  to  withdraw  the  same  for 
the  purposes  not  only  of  w^riting  the  brief,  but  for 
the  ])ur poses  of  enabling  the  corporation  to  make 
appropriate  entries,  and  the  right  to  substitute  in 
evidence  photostatic  copies  of  all  pages  of  the 
ledger  accounts  with  respect  to  which  we  have  had 
testimony  at  any  time  during  this  proceeding. 

The  Court:     Is  there  any  obiection? 
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Mr.  Maiden:  No  objection,  your  Honor,  except 
1  do  [228]  want  to  be  furnished  with  a  copy  of  the 
exhibit,  that  is,  a  copy  of  the  photostatic  copies, 
and  I  would  also  like  to  have  the  privilege  of  de- 
termining which  entries  are  to  be  photostated  and 
which  are  not. 

Mr.  Webster:  That  privilege  certainly  will  be 
granted,  your  Honor.  At  the  same  time  I  should 
like  to  request  that  photostatic  copies  of  the  tax 
return  be  furnished  to  the  taxpayer. 

The  Court:  Well,  neither  side  has  an  absolute 
right  to  copies  of  the  exhibits.  The  exhibits  are 
before  the  Court  when  they  are  introduced  in  evi- 
dence, and  it  is  just  a  matter  of  courtesy  between 
you,  now,  as  to  whether  you  are  going  to  furnish 
the  other  person  a  copy. 

Mr.  Maiden:  Well,  your  Honor,  I  object  to  this 
journal  going  into  evidence  with  the  right  of  coun- 
sel to  supply  photostatic  copies  of  certain  pages 
without  the  understanding  that  I  likewise  will  have 
the  right  to  submit  photostats  of  any  of  the  entries 
in  the  journal  that  I  think  might  be  pertinent  in 
the  case. 

Mr.  Webster:     That  is  perfectly  all  right. 

The  Court:  Of  course,  I  will  give  you  both  that 
privilege  if  I  give  it  to  either  one  of  you.  The 
ledger  is  admitted  into  evidence.  Both  sides  will 
be  given  permission  to  substitute  a  photostatic  copy 
for  any  pages  that  have  been  referred  to  in  evi- 
dence and  which  either  counsel  sees  fit.  [182]  It 
will  be  admitted  into  evidence  as  Exhibit  No.  31. 
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(The  document  above-referred  to  was  re- 
ceived in  evidence  and  marked  Petitioner's 
Exhibit  No.  31.) 

Mr.  Webster:  No  further  questions,  your 
Honor. 

Cross  Examination 

By  Mr.  Maiden: 

Q.  Mr.  Aye,  who  was  it  who  asked  you  to  take 
over  the  corporation's  books? 

A.     Mr.  Carpenter. 

Q.     Mr.  Carpenter?  A.    Yes. 

Q.     When  was  that? 

A.  Oh,  it  was  early  in  1942.  I  don't  remember 
the  exact  date. 

Q.  Did  you  immediately  go  out  to  the  plant  and 
go  over  the  books? 

A.     No,  I  couldn't  do  it  right  at  the  time. 

Q.  AA'ell,  what  was  the  occasion  for  your  going 
out  there  when  you  did,  in  April  or  May? 

A.  AVell,  it  was  just  like  another  job,  I  had  to 
go  out  and  do  it,  I  was  asked  to  do  it. 

Q.     What  did  you  go  out  there  to  do? 

A.  To  see  that  the  books  were  properly  set  up 
and  that  they  were  properly  being  kept. 

Q.  Did  Mr.  Carpenter  indicate  to  you  that  he 
didn't  [230]  know  whether  the  books  were  being 
kept  proi)erly?  A.     No. 

Q.  He  didn't  tell  you,  then,  that  he  thought  the 
books  had  been  kept  improperly  and  he  wanted 
you  to  go  out  and  straighten  them  out? 
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A.     He  wanted  me  to  go  out  and  take  charge. 

Q.  Well,  Mr.  Carpenter  had  a  bookkeeper, 
didn't  he,  keeping  his  books  currently? 

A.  He  had  had  a  bookkeeper  for  a  great  many 
years  whom  I  never  met,  this  Mrs.  Jennings  that 
he  spoke  of.  He  had  a  new  bookkeeper  when  I 
got  there. 

Q.     Was  that  a  man  or  a  woman? 

A.  That  was  a  woman.  She  defaulted  on  some 
of  her  funds. 

Q.     Which  bookkeeper  defaulted? 

A.     The  new  one. 

Q.     The  new  one?  A.    Yes. 

Q.  Do  you  know  when  the  new  one  was  em- 
ployed ? 

A.     She  was  there  when  I  went  out  there. 

Q.  She  wasn't  the  bookkeeper  that  had  been 
there  at  the  end  of  1941?  A.     No. 

Q.  Did  you  ever  contact  the  bookkeeper  who 
kept  the  books  in  1941?  [231] 

A.     No,  I  have  never  seen  her. 

Q.  You  have  never  seen  her.  Well,  w^hen  you 
got  out  there  to  the  plant,  what  did  you  do  first? 

A.  I  tried  to  find  out  what  they  had  on  their 
books.  You  usually  start  in  with  the  general  ledger. 

Q.     Is  that  what  you  did  in  this  case? 

A.     I  imagine  so. 

Q.  Then,  after  you  went  through  the  general 
ledger,  did  you  see  anything  wrong  with  the  gen- 
eral ledger? 

A.     Yes.    They  didn't  have  any  notes  payable. 
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Q.  Well,  had  you  previously  been  advised  that 
there  were  some  notes  payable  that  had  been 
issued  'I 

A.  Yes,  I  knew  about  those  because,  as  I  said 
before,  Mr.  Simon  and  Mr.  Lyman  had  been  clients 
of  mine  for  many  years,  and  I  knew  that  they  had 
some  notes  from  this  corporation. 

Q.  AVell,  how  did  you  happen  to  know  that 
they  had  some  notes  from  this  corporation,  Mr. 
Aye?  A.     They  had  the  notes. 

Q.  Well,  what  was  the  occasion  for  their  show- 
ing you  the  notes? 

A.  1  also  saw  all  of  those  things.  If  they 
brought  stock,  I  saw  it. 

Q.    Well,  before  you  went  out  to  the  plant? 

A.    No. 

Q.  I  thought  I  understood  you  to  say  that  Mr. 
Carpenter  [232]  asked  you  to  go  out  and  take 
<'luir^'e  of  the  books  and  go  over  the  books. 

A.  He  did.  I  think  it  was  Mr.  Simon's  idea, 
but,  of  course,  Mr.  Carpenter  had  to  ask  him  before 
I  could. 

Q.  But  before  you  went  out  there,  they  told 
you  they  had  notes  of  the  corporation? 

A.  Yes,  1  knew  that  when  I  got  there.  T  Imew 
they  had  stock  in  the  corporation,  I  saw  that  their 
I'ecords  were  kept. 

Q.  Oh,  you  kept  Mr.  Simon's  and  Mr.  Lyman V 
records,  is  that  right? 

A.     I  looked  at  them,  yes. 

Q.     For   their   personal   returns   or   corporation 
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returns  ?  A.     Both. 

Q.  Both.  For  some  of  Mr.  Simon's  corpora- 
tions, is  that  right?  A.     All  of  them, 

Q.  You  had  seen  some  notes  that  Mr.  Simon 
and  Mr.  Lyman  had,  as  well  as  some  stock? 

A.    Yes. 

Q.     In  this  particular  corporation? 

A.     That  is  true. 

Q.  Now,  did  they  tell  you  that  those  notes 
hadn't  been  set  up  on  the  books? 

A.     They  didn't  know  that.  [233] 

Q.  They  didn't  know  that.  I  believe  you  stated 
on  direct  examination  that  Mr.  Carpenter  likew^ise 
told  you  that  he  had  some  notes,  is  that  right? 

A.  Well,  I  knew  about  the  situation.  I  don't 
remember  whether  it  was  Mr.  Carpenter  that  told 
me  or  Mr,  Simon  told  me. 

Q.  Well,  I  believe  you  did  state  on  cross  ex- 
amination that  when  you  went  out  there  and  found 
that  there  weren't  any  notes  on  the  books,  that  you 
went  to  Mr.  Carpenter  and  Mr.  Simon  both  and 
asked  them  about  it,  is  that  right? 

A.     That  is  correct. 

Q.  And  that  you  asked  them  whether  this  was 
the  way  it  should  be  or  whether  it  should  be  set  up 
with  the  notes  as  loans,  and  that  they  told  you 
that  the  books  had  been  set  up  wrong? 

A.     I  don't  believe  I  said  that. 

Q.     Well,  just  what  did  you  say? 

Mr.  Shearer:     I  object 

Mr.  Maiden:  Just  a  minute,  I  am  asking  what 
he  did  say. 
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The  Witness:     I  reported  to  them  that  the  books 
didn't  show  any  notes. 
By  Mr.  Maiden : 

Q.  AVell,  I  believe  you  stated  something  about 
asking  them  if  that  was  correct,  and  they  said  that 
was  wrong.  [234] 

A.     I  don't  think  I  said  that. 

Q.     You  talked  to  Mr.  Carpenter  about  it? 

A.     Yes. 

Q.  You  explained  to  Mr.  Carpenter  that  the 
notes  didn't  show  upon  the  books? 

A.    Yes. 

Q.  And  explained  to  him  that  the  entire  ad- 
vancement had  been  set  up  to  capital  stock? 

A.  Had  been  set  up  as  advances  by  stock- 
holders. 

Q.  Well,  had  been  set  up  as  chargeable  to  cap- 
ital stock  to  be  issued?  A.     That  is  right. 

Q.  Now,  Mr.  Aye,  you  are  not  undertaking  to 
tell  this  Court  that  those  notes  were  in  fact  bona 
fide  loans  rather  than  investments,  are  you?  I 
mean,  you  have  no  personal  knowledge  of  that, 
yourself? 

Mr.  Webster:  If  your  Honor  please,  T  request 
the  question  be  read. 

The  Court:     Read  the  question. 

(The  question  was  read.) 

The  Witness:    Yes,  I  have  personal  knowledge 
of  that.    I  was  present  when  they  talked  about  it, 
when  they  discussed  it. 
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By  Mr.  Maiden: 

Q.     When  was  that,  Mr.  Aye?  [235] 

A.  Oh,  that  was  when  they  were  going  into  this 
deal. 

Q.  You  mean  you  were  present  when  these  men 
discussed  the  formation  of  this  corporation? 

A.    Yes. 

Q.  Did  you  hear  them  discuss  the  capital  struc- 
ture of  this  corporation?  A.    Yes. 

Q.     Did  you  participate  in  the  discussions? 

A.  Well,  I  never  had  much  to  say,  but  they 
used  to  have  me  come  in  and  sit  in  the  office  a  lot 
of  times. 

Q.  You  weren't  working  for  this  corporation, 
though?  A.     I  was  working  for  Mr.   Simon. 

Q.  Working  for  Mr.  Simon.  Did  you  hear  him 
say — explain  why  they  wanted  to  take  notes  for 
part  of  the  advancement  rather  than  take  it  all  in 
stock  ? 

A.     Yes,  as  they  said  here,  they  wanted  to  be 

Q.  I  don't  care  what  they  said  here.  I  want  to 
know  what  they  said  in  this  conference  that  you 
attended  with  them. 

A.  Well,  they  said  they  wanted  to  take  part 
of  it  in  stock  and  part  in  notes. 

Q.    Well,  did  they  say  why? 

A.  Yes,  they  could  get  the  money  back  for  the 
notes. 

Q.  Have  you  been  present  during  the  testimony 
of  Mr.  Carpenter  and  Mr.  Simon? 

A.     Yes.  [236] 
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Q.    You  heard  them  testify  in  this  ease? 

A.     Yes,  I  did. 

Q.  Did  you  hear  them  say  anything  about  the 
tax  benefit  of  this  arrangement? 

A.  Yes,  I  think  they  discussed  that,  too.  Of 
course,  the  tax  benefit  is  apparent. 

Q.  Did  you  request  Mr.  Carpenter  to  read  the 
amended  return,  which  you  say  you  prepared  for 
1941? 

A.     Yes,  I  gave  it  to  him,  but  he  didn't  read  it. 

Q.  Is  it  customary  for  you,  in  your  preparation 
of  tax  returns,  to  request  that  the  client  read  the 
return  and  discuss  the  return  with  you? 

A.  Yes.  Some  of  them  do,  but  most  of  them 
don't. 

Q.  Now^,  Mr.  Aye,  you  state  that  you  prepared 
an  amended  return  for  1941,  and  you  stated  that 
you  filed  that  return,  is  that  right  ?  A.     Yes. 

Q.     Did  you  personally  file  it? 

A.    I  think  it  was  mailed  from  the  office. 

Q.  Do  you  have  personal  knowledge  of  the  fact 
that  that  return  was  mailed  from  your  office? 

A.  Well,  that  would  be  the  ordinary  course  of 
business. 

Q.  AVell,  I  am  asking  you  now,  do  you  know 
in  this  case  as  a  matter  of  fact  that  that  return 
w^as  mailed  to  the  Collector  of  Internal  Revenue? 

A.     I  didn't  mail  it  myself,  T  don't  imagine. 

Q.  So  you  don't  know  as  an  actual  fact  whether 
it  was  mailed? 

A.     At  the  same  time  we  made  out  a  return  to 
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the  State  Franchise  Tax  Commissioner;  we  got  a 

letter  back  about  that  one. 

Q.  Did  you  get  a  letter  back  about  the  j&ling 
of  an  amended  1941  return  from  the  Federal  Gov- 
ernment ?  A.     No. 

Q.  All  you  know  is  that  you  prepared  this  re- 
turn, this  amended  return? 

A.  Yes,  prepared  it,  and  T  know  that  it  was 
filed. 

Q.  Well,  now,  just  tell  me  how  you  know  it  was 
filed  if  you  didn't  file  it  physically  and  you  didn't 
mail  it? 

A.  Well,  it  is  the  ordinary  procedure,  it  is  the 
ordinary  course  of  business. 

Q.  Well,  you  are  just  assuming  that  you  fol- 
lowed the  ordinary  course  of  business  in  this  case? 

A.     That  is  correct. 

Q.     Did  you  prepare  any  claim  for  refund? 

A.     Yes,  I  believe  I  did. 

Q.     When  did  you  prepare  those  ? 

A.     I  think  it  was  filed  at  the  same  time. 

Q.     The  same  time?  A.     Yes.   [238] 

Q.     Are  you  sure  of  that? 

A.  I  should  think  that  an  843  would  be  filed 
at  the  same  time,  yes. 

Q.  In  filing  the  returns  through  the  mail  with 
the  Collector  of  Internal  Revenue,  did  you  usually 
accompany  the  return  by  a  letter  of  transmittal? 

A.     No,  sir. 

Q.  What  did  you  do,  just  put  them  in  an 
envelope?  A.    Yes. 
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Q.     That  is  always  your  practice? 

A.  Well,  in  the  rush  season,  I  will  send  them 
up  with  a  list  and  get  a  receipt  for  it,  when  they 
are  throwing  them  in  baskets  and  on  the  floor,  and 
places  like  that,  but  in  an  odd  return  like  this,  filed 
by  itself,  I  just  mail  it  to  them. 

Q.  You  didn't  accompany  it  with  any  letter  of 
transmittal?  A.     I   don't  think  so. 

Q.  As  a  matter  of  fact,  I  believe  you  stated  that 
you  didn't  put  the  return  in  an  envelope  and  mail 
it,  address  it 

The  Court:  Haven't  we  gone  over  this  often 
enough?  This  man  has  said  in  effect  a  long  time 
ago — it  has  been  quite  obvious — that  he  didn't  know 
positively,  and  he  said  he  relies  upon  his  course  of 
business.    Let's  not  run  this  thing  threadbare. 

Mr.  Maiden:    Yes,  sir.  [239] 
By  Mr.  Maiden : 

Q.  Now,  Mr.  Aye,  all  the  changes  that  you 
made  on  the  books  there  in  the  spring  of  1942  were 
changes  made  to  reflect  or  to  show  the  advance- 
ments made  by  the  organizers  and  stockholders  as 
an  inv(-stment  of  $30,000.00  and  loans  of  $25,000.00; 
is  that  correct?  A.     Yes. 

Q.  You  opened  such  other  entries  in  the  books 
as  were  required  by  that  change?  A.     Yes. 

Mr.  Maiden:  I  believe  that  is  all,  if  the  Court 
please. 

The  Court:  Is  there  anything  further  of  this 
witness  ? 

Mr.  Webster:     Nothing  further,  your  Honor. 

The   Court:    Mr.   Aye,  I  have  been  wondering 
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why,  since  you  represented,  as  I  understand  you  to 

say,  Mr.  Simon  and  Mr.  Carpenter  in  1941  in  their 

personal  income  tax  matters,  and  you  being  a  tax 

man,    I    am   wondering   why   you    were    not    used 

originally  to  set  this  matter  up  rather  than  Colonel 

Whittaker. 

The  Winess:  I  think  you  misunderstood  me.  I 
said  that  I  was — I  made  the  returns  for  Mr.  8imon 
and  Mr.  Lyman,  who  is  Mr.  Simon's  brother. 

The  Court:     Not  for  Mr.  Carpenter?  [240] 

The  Witness :  Not  for  Mr.  Carpenter.  Mr.  Car- 
I^enter  was  in  charge  of  this  corporation,  so  he  had 
this  man  do  it. 

The  Court :  I  see.  Mr.  Carpenter  was  in  charge, 
and  he  had  his  own  man  do  it,  and  you  WTre  not 
called  upon  to  do  this  work  in  1941? 

The  Witness:    Yes,  sir. 

The  Court:     That  is,  the  corporate  work. 

The  Witness:  The  corporate  work  I  had  noth- 
ing to  do  with  until  1942. 

The  Court:     That  is  all  I  want  to  ask. 

Mr.  AVebster  If  your  Honor  please.  I  have  over- 
looked that  Petitioner's  Exhibits  29  and  30  for 
identification  have  not  been  introduced,  and  I  offer 
them  in  evidence  at  this  time. 

The  Court:  Petitioner's  Exhibits  Nos.  29  and 
30  are  admitted  in  evidence. 

(The  documents  heretofore  marked  Petition- 
er's Exhibits  Nos.  29  and  30  were  recei\ed  in 
evidence.) 

Mr.  Webster:     That  is  all,  your  Honor. 
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The  Court:  Is  this  witness  being  excused  by 
both  sides? 

Mr.  Webster:     Yes,  your  Honor. 
(Witness  excused.) 

The  Court:  Do  you  have  any  further  evidence 
for  the  Petitioner?  [241] 

Mr.  Webster:    Yes,  your  Honor. 

The  Court:  We  will  be  recessed  at  this  time  for 
ten  minutes. 

(Short  recess  taken.) 

The  Court:    Proceed. 

Mr.  Webster:     Mr.  Tompkins. 

Whereupon, 

CHARLES  B.  TOMPKINS 

called  as  a  witness  for  and  on  behalf  of  the  Peti- 
tioner, having  been  first  duly  sworn,  was  examined 
and  testified  as  follows : 

The  Clerk:    Will  you  tell  us  your  name,  please? 

The  Witness:    Charles  B.  Tompkins. 

Direct  Examination 
By  Mr.  Webster: 

Q.    Mr.  Tompkins,  what  is  your  occupation? 

A.     I  am  a  certified  public  accountant. 

Q.  How  long  have  you  been  practicing  in  that 
capacity?  A.     About  thirty-odd  years. 

Q.  You  are  admitted  to  practice  here  in  Cali- 
fornia? A.    Yes,  since  1928. 

Q.  There  has  been  testimony  to  the  effect  that 
you  worked  for  Mr.  Aye,  is  that  correct? 

A.     I  did. 
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Q.     Would  you  state  the  dates?  [242] 

A.  Well,  approximately  the  early  part  of  1942 
until  about  the  latter  part  of  1946. 

Q.  In  the  latter  part  of  1946,  as  1  understand 
it,  Mr.  Aye  retired;  is  that  right? 

A.     That  is  right. 

Q.  Did  you  have  anything  to  do  with  the  books 
and  ledger  accounts  of  Wilshire  and  Western 
Sandwiches? 

A.  Yes.  Mr.  Aye  called  me  into  that  in  about 
August  of  1942.  From  then  on  I  have  had  pr*etty 
general  charge  of  those  books. 

Q.  Mr,  Tompkins,  I  call  your  attention  to  a 
ledger  account  appearing  under  the  tab  ''Liabili- 
ties,'' entitled  '' Interest  Payable  Accrued,"  and  I 
ask  you  whether  you  can  identify  the  handwriting. 

A.  I  think  everything  on  that  page — yes,  every- 
thing on  that  page  is  my  handwriting. 

Q.  Would  you  briefly  explain  to  the  Court  the 
significance  of  the  entries  found  on  that  page? 

A.  Well,  when  Mr.  Aye  was  making  out  the  tax 
return  for  1942,  the  question  of  interest  on  the 
notes  advanced  by  the  stockholders  came  up,  and 
it  was  found  then  that  no  interest  had  been  ac- 
crued, so  I  made  that  first  entry  accruing  the  in- 
terest up  to  the  end  of  December,  1942. 

Q.     In  what  amount? 

A.     That  was  in  the  amount  of  $1,687.50.  [2431 

Q.  There  is  a  posting  reference  to  T-14;  would 
you— 

A.     That  is  the  journal  entry  on  which  the  item 
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is  set  up  and  charged  to  the  expense  accomit  at 

the  bottom  of  the  page. 

Q.     Can  you  identify  the  handwriting? 

A.     Yes,  I  wrote  it. 

Q.  Would  you  read  to  the  Court  the  coT^tents 
of  that  entry? 

A.  The  entry  charges  $1,500  to  interest  expense 
of  1942,  under  $187.50  against  the  earned  surplus, 
where  the  interest  accrued  in  1941  from  the  time 
of  the  notes  up  to  the  end  of  that  year,  and  then 
the  liability  is  set  up  as  interest  payable  accrued 
for  $1,687.50. 

Q.  Can  you  remember  when  you  made  this  en- 
try? 

A.  I  think  it  must  have  been  along  in  February, 
or  possibly  March,  of  1943. 

Q.  With  respect  to  the  first  entry  on  the  ledger 
account  entitled  ^'Interest  Payable  Accrued,''  when 
did  you  make  that  entry? 

A.  That  was  made  at  the  same  time.  It  was 
dated  back  to  December  31st,  because  we  were  clos- 
ing the  books  for  the  year  1942. 

Q.  Would  you  kindly  describe  the  succeeding 
entries  in  general  terms  which  you  find  on  that 
page? 

A.  The  next  entry  was  made  at  the  end  of 
March,  1943,  [244]  and  covered  the  accrual  of  three 
months'  interest,  and  after  that  the  entries  were 
made  monthly  and  accrued  the  interest  of  the  cur- 
rent month  clear  up  to  the  time  the  notes  were 
finally  paid. 
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Q.  Can  you  indicate  whether  this  interest  pay- 
able accrued  account  reflects  the  payment  of  any 
interest  ? 

A.  Yes.  In  November  of  1943,  interest  amoimt- 
ing  to  $3,055.86  was  paid  to  the  noteholders,  and 
again  in  March  of  1945,  $682.10  was  paid,  and  that 
was  all  the  interest  that  was  paid  on  those  notes. 

Q.  Mr.  Tompkins,  I  note  that  the  posting  i  efer- 
ence,  with  respect  to  virtually  all  of  the  succeeding 
entries  that  follow  the  first  entry  on  the  interest 
payable  accrued  account,  refer  to  SJ-2.  Would  you 
kindly  explain  the  significance  of  that  posting  ref- 
erence ? 

A.  ^^SJ''  was  short  for  standing  journal,  and 
the  standing  journal  covered  the  entries  that  were 
made  every  month,  and  instead  of  having  to  write 
them  each  time,  just  the  amounts  only  were  written 
in  columns  spread  across  the  page. 

Q.  Were  these  standing  journal  entries  in  your 
own  handwriting? 

A.  Some  were  in  my  handwriting,  and  some  are 
in  the  bookkeeper's  handwriting. 

Q.  Mr.  Tompkins,  I  refer  you  now  to  the  ledger 
account  page  which  bears  at  the  top  the  title  ''In- 
terest [245]  Expense,"  which  appears  under  the 
tab  ''Expenses"  in  the  general  ledger  of  Wilshire 
and  Western.  Will  you  kindly  explain  briefly  to 
the  Court  what  you  find  on  that  page? 

A.  That  was  the  expense  charge  for  interest 
that  was  offset  by  the  liability  for  the  accrual, 
and  each  year  that  was  closed  off  into  operating 
expenses. 
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Q.  There  is  a  posting  reference  with  respect  to 
the  first  item  appearing  on  that  page  to  J-14? 

A.  That  entry  was  for  the  $1,500  accrued  for 
the  year  1942. 

Q.     That  is  the  same  reference  as  the — 

A.  Same  reference  as  the  accrual  of  $1,687.50 
referred  to  just  now,  except  that  only  part  of  it 
was  charged  to  the  current  year's  expense. 

Q.  Mr.  Tompkins,  a  question  has  been  raised 
in  the  course  of  this  trial  with  respect  to  the  date 
upon  which  the  contents  of  pages  4,  5,  and  6  under 
the  tab  ^^JournaF'  were  actually  made.  T  believe 
you  were  in  court  at  the  time  that  Mr.  Aye  testi- 
fied that  those  pages  were  in  his  own  handwriting, 
is  that  correct?  A.    Yes,  that  is  correct. 

Q.  J-7  is  the  page  following  J-6.  Could  you 
recognize  the  handwriting  on  that  page? 

A.     That  is  my  handwriting. 

Q.     The  first  entry  bears  what  date?  [246] 

A.     June  30,  1942. 

Q.     Do  you  recollect  making  that  entry? 

A.  Yes,  I  made  the  entry;  it  would  be  sometime 
later  than  that. 

Q.    How  much  later? 

A.  That  I  can't  tell  you  exactly.  Probably  in 
the  next  two  or  three  months,  because  I  didn't  go 
in  there  until  August,  so  it  must  have  been  that 
much  later.  [247] 

Q.  Do  you  recollect  seeing  the  preceding  pages 
to  which  I  have  made  reference,  J-4,  5  and  6? 

A.    They  have  been  in  the  ledger  since  I  saw  it. 
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Q.     Which  was  in  August  of  1942? 

A.     On  or  thereabouts,  yes. 

Q.  Did  you  make  any  use  of  the  correcting  en- 
tries which  are  contained  in  J-4,  5  and  6,  when 
you  arrived  in  August,  1942? 

A.  Oh,  yes,  I  have  embodied  them  in  some  work- 
ing papers  of  mine  where  I  was  trying  to  bring 
the  books  down  to  date,  whatever  that  date  was  at 
the  time.  I  think  I  tried  to  get  a  trial  balance  as 
of  June  the  30th  when  I  made  this  first  en^ry  in 
my  own  handwriting. 

Q.  You  employed  some  of  the  figures  of  Mr. 
Aye? 

A.  Oh,  yes.  These  all  had  to  be  put  on  to  get 
a  new  balance  sheet  as  of  December  the  31st. 

Q.  I  call  your  attention  to  the  ledger  account 
entitled  ^^ Advances  by  Stockholders",  which  bears 
the  number  203,  and  which  appears  under  the  tab 
^^Liabilities"  in  the  general  ledger  of  Wilshire  and 
Western.  I  ask  you  whether  any  handwriting  on 
that  page  is  familiar  to  you.  A.     All  of  it  is. 

Q.     Is  any  of  it  yours? 

A.  Yes.  The  last  three  items  showing  payments 
of  ninety-nine  hundred  odd,  $10,000  and  $5,000— 
in  other  [248]  words,  the  payment  of  the  $25,000 
of  notes  originally  set  up  is  in  my  handwriting, 
and  I  know  the  handwriting  of  the  previous  entry 
of  $10,000. 

Q.     Whose  writing  was  that? 

A.  That  was  a  bookkeeper  that  stayed  there  for 
a  short  time  named  Beverly  Priest. 
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Q.  Do  you  know  the  person  who  wrote  the  pre- 
ceding two,  which  would  make  it  the  first  and 
second  entries  appearing  on  that  page? 

A.     Yes.  That  is  Mr.  Aye's  handwriting. 

Q.  At  the  time  that  you  made  your  first  entry 
in  your  own  handwriting,  which  is  the  date  April 
30,  1943,  were  these  preceding  entries  on  that  page? 

A.     They  were. 

Q.  At  what  time  did  you  make  the  entry  which 
is  dated  April  30,  1943? 

A.  Probably  sometime  in  May.  It  is  s^enerally 
about  the  latter  third  of  the  month  before  the  books 
are  ready  to  close,  so  I  should  guess  that  it  would 
be  somew^here  around  May  the  20th  of  1943  that 
1  made  that  entry. 

Q.  Mr.  Tompkins,  would  you  state  whether  you 
are  familiar  with  the  cash  and  accrual  method  of 
keeping  books?  A.     Yes,  indeed. 

Q.  AVill  you  state  what  method  was  used  in  the 
keeping  of  these  books?  [249] 

A.  Well,  both,  but  largely  cash.  All  sales  were 
made  for  cash  and  all  bills  were  paid  for  each 
month  that  could  be  paid  before  the  books  were 
closed  for  that  month.  In  other  words,  the  books 
were  kept  open  until  perhaps  the  10th  or  15th  of 
the  following  month,  and  the  entries  were  charged 
back  as  of  the  previous  month  to  get  all  the  pay- 
ments made,  so  no  accounts  payable  appear  on  the 
books  except  as  between  interlocking  companies; 
that  is  any  one  of  the  other  three  companies  that 
Mr.  Carpenter  operated  might  owe  Wilshire  and 
Western  or  be  owed  by  Wilshire  and  Western. 
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Q.  How  do  you  explain  the  significance  of  the 
interest  payable  accrued  account? 

A.  That  was  one  of  the  accruals  that  we  had 
to  set  up  because  that  wasn't  paid  every  month. 
That  was  paid  when  Mr.  Carpenter  ordered  it  to 
be  paid. 

Q.  Do  you  know  on  what  basis  the  tax  returns 
of  Wilshire  and  Western  were  prepared? 

A.  I  believe  it  is  on  an  accrual  basis.  I  pre- 
pared them.  They  are  there. 

Q.  I  show  you  now  the  1942  and  1943  income 
tax  returns  of  Wilshire  and  Western,  and  ask  you 
if  you  can  state  upon  what  method  these  returns 
were  prepared. 

A.  Question  10  answers  it.  It  says  that  the  re- 
turn is  made  on  the  basis  of  accruals. 

Q.     You  are  looking  now  at  the  1943?  [250] 

A.  T  am  looking  at  the  1943  return,  and  the 
1942  return — the  same  answer  to  the  same  question. 

Mr.  Webster:     That  is  all,  vour  Honor. 
Cross  Examination 
By  Mr.  Maiden: 

Q.  Mr.  Tompkins,  the  entries  that  you  made 
in  the  books  when  you  went  there  in  August  1942 
were  pursuant  to  instructions  from  Mr.  Aye? 

A.     I  think  so,  yes. 

Q.  I  believe  you  stated  that  you  set  up  interest 
accrual  accounts  for  1942,  that  you  actually  set 
them  up  sometime  in  1943? 

A.  Just  as  we  were  closing  the  books  for  1942, 
yes. 
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Mr.  Maiden:  No  further  questions,  if  the  Court 
please. 

The  Court:  You  are  excused.  Call  your  next 
witness. 

(Witness  excused.) 

Mr.  Webster:  That  is  all  for  the  Petitioner, 
your  Honor.  However,  if  your  Honor  please,  at 
the  opening  of  this  case  yesterday  I  made  a  re- 
quest for  the  privilege  to  make  a  motion  at  the 
end  of  Petitioner's  case  with  respect  to  the  bring- 
ing on  of  Mr.  Odell  as  a  witness.  Mr.  Odell  was 
the  attorney  who  was  active  in  the  formation  of 
Wilshire  and  Western  and  is  still  active  in  its 
legal  affairs.  I  [251]  stated  then  that  the  main 
purpose  for  desiring  to  have  Mr.  Odell  appear  was 
that  it  was  understood  some  question  was  raised 
as  to  whether  there  was  or  was  not  any  back  dating 
on  the  issuance  of  notes  and  of  stock,  whether 
there  was  possibly  any  back  dating  of  minutes. 

Furthermore,  an  additional  point  was  whether 
the  letter  of  December  5,  1941,  which  has  been 
admitted  in  evidence  was  in  fact  prepared  and  dis- 
patched on  that  date. 

Mr.  Odell  right  now  has  a  103  fever,  and  we  felt 
that  we  might  be  able  to  get  along  without  him. 
However,  at  this  time  I  should  like  to  ask  of 
government  counsel  w^hether  he  is  in  a  position  to 
state  whether  any  contention  with  respect  to  the 
back  dating  of  the  issuance  of  the  notes  and  of 
the  stock  ceitificates  and  of  the  delivery  thereof 
and  of  the  making  and  execution  of  signing  of  the 
minutes  of  November  13,  1941,  meeting  will  be  sub- 
ject to  attack  in  brief? 
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Mr.  Maiden:  Your  Honor,  that  is  an  unfair 
question  at  this  time.  I  am  unable  to  answer  it,  and 
1  will  not  be  able  to  answer  it  until  I  read  the 
record. 

Mr.  Webster :  In  that  case,  your  Honor,  I  shoul* 
like  to  make  the  request  and  motion  that  Mr.  Odell 
be  permitted  to  testify  sometime  the  latter  part  of 
the  next  week  if  it  fits  the  Court's  calendar.  I 
spoke  to  Mr.  Odell  last  evening  and  he  told  me 
that  his  doctor  anticipated  that  [252]  Penicillin 
treatments  that  he  is  receiving  now  will  be  able  to 
get  him  better  by  the  end  of  next  week. 

Mr.  Maiden:  I  will  say  this,  if  the  Court  please, 
in  order  to  accommodate  the  situation,  that  if  Mr. 
Odell  is  not  able  at  the  end  of  this  calendar  to 
come  here  and  testify,  I  will  agree  that  the  case 
may  be  held  up  for  the  receipt  of  his  deposition. 

The  Court:  I  was  going  to  suggest  that  very 
thing,  and  I  not  infrequently  allow  depositions  to 
be  taken  after  the  case  has  been  tried  to  pick  up 
some  remnant  of  the  case.  We  will  hear  Mr.  Odell 
this  next  week  if  we  can  work  it  in,  unless,  of 
course,  if  this  docket  should  break  as  they  some- 
times do  before  he  is  able  to  come  in,  why,  we  will 
simply  have  to  take  a  deposition.  I  don't  see  how 
we  can  set  a  time,  not  only  on  account  of  his  condi- 
tion, but  on  account  of  this  docket.  T  hardly  see 
how  we  can  set  a  date  exactly.  Now,  I  woulrl  think 
that  if  he  wants  to  take  his  testimony,  and,  of 
course,  sometimes  an  attorney  prefers  testimony  to 
a  deposition— they  are  never  quite  the  same  per- 
haps—that it  would  be  preferable  to  get  that  taken 
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before  the  end  of  Tuesday,  but,  of  course,  he  may 
not  be  in  condition  to  do  it  by  that  time.  After 
Tuesday  this  docket  it  seems  to  me,  unless  there 
are  some  breaks  in  it,  it  is  going  to  be  pretty 
heavy,  and  it  might  cause  us  to  take  the  deposition 
instead.  We  will  get  the  testimony  by  working  it 
in  on  this  docket  or  [253]  by  the  deposition. 

Mr.  Webster:     That  will  be  satisfactory. 

I  should  also  like  to  make  two  motions  at  the 
conclusion;  one,  is  to  amend  5-A  of  the  petition  to 
conform  to  the  proof. 

The  Court:    In  what  respect? 

Mr.  Webster:  Your  Honor,  the  petition  states 
that  the  original  plan  was  to  issue  $30,000  of  capi- 
tal stock,  and  that  uncertainty  existed  at  that  time 
as  to  how  much  additional  would  be  required  in  the 
form  of  loans.  This  statement  of  fact  is  inaccurate, 
as  has  been  brought  up  by  the  evidence,  and  I 
w^ould  request  permission  of  the  Court  to  amend 
the  pleadings  to  conform  to  the  proof. 

The  Court:     Is  there  any  objection? 

Mr.  Maiden:    No  objection,  if  the  Court  please. 

The  Court:  Very  well,  you  will  be  permitted 
Avithin  10  days  to  file  your  amendment  to  Para- 
gra]>h  e^-A  in  writing.  Now,  that  means  that  it  will 
have  to  be  written  and  filed. 

Mr.  Webster:    Yes,  your  Honor. 

Further,  I  should  like  to  make  the  motion  that 
Petitioner  be  ])ermitted  to  withdraw^  I  believe,  all 
<»\]iibits  with  the  privilege  of  substituting  photo- 
stats thereof. 

The   Court:     Well   now,   counsel,   we   try   these 
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cases  all  over  the  country.  We  can't  leave  our  rec- 
ords all  over  [254]  the  United  States  and  Hawaii, 
otherwise  the  taxpayers  of  this  country  would  be 
in  a  rather  bad  fix  to  try  these  cases.  If  you  have 
particular  exhibits  that  you  really  need  to  file  a 
motion,  why,  you  determine  which  particular  ex- 
hibits you  need  to  substitute,  and  then  I  will  con- 
sider it,  but  I  am  not  going  to  grant  a  blanket  mo- 
tion to  withdraw  any  exhibits. 

Mr.  Webster:  I  can  specifically  limit  myself  to 
the  stock  book,  which  I  believe  we  will  have  use 
for. 

The  Court:  You  will  be  permitted  to  withdraw^ 
the  stock  book  luiless  there  is  some  objection. 

Is  there  any  objection'? 

Mr.  Maiden:    No  objection. 

The  Court:  It  is  not  within  the  control  of  the 
opposing  party,  of  course,  either  way,  but  some- 
times there  are  exhibits  that  one  of  the  other  par- 
ties might  not  want  to  substitute  because  of  the 
authenticity  of  a  signature  or  something.  There  be- 
ing no  objection — 

Mr.  Webster:  I  am  sorry,  your  Honor.  If  your 
Honor  please,  you  have  already  given  permission 
to  withdraw  certain  of  the  pages  in  the  general 
ledger. 

The  Court :  Yes,  that  has  been  done.  Permission 
w^ill  be  given  to  withdraw  the  stock  book. 

The  Clerk:  That  is  Exhibit  No.  17,  if  the  Court 
please. 

The  Court:  Exhibit  No.  17,  and  you  wiM  be 
permitted  [255]  to  substitute  a  photostatic  copy. 
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Now,  is  the  entire  stock  book  in  evidence  ?  I  mean 
is  it  all  perinent,  or  is  it  only  certain  portions? 

Mr.  Webster:  Your  Honor,  the  first  eight  stubs, 
I  believe,  and  any  certificates  which  are  attached  to 
those  stubs  are  the  only  portions  of  the  stock  book 
which  are  in  evidence.  It  is  either  8  or  9  stubs, 
1  am  not  sure  which. 

The  Court:  Well,  permission  is  given  to  substi- 
tute the  stock  book. 

Now,  this  could  be  attended  to  just  as  well  before 
the  end  of  the  case,  but  it  might  as  well  be  attended 
to  now.  A  while  ago  evidence  w^as  offered  to  impeach 
the  testimony  of  the  Witness  Carpenter.  Objection 
was  made  in  such  terms  as  I  didn't  think  was  a  good 
objection.  You  simply  objected  because  it  wasn't 
within  the  issues.  No  objection  was  made  because 
there  was  not  then  offered  a  conviction.  Then  the 
question  went  to  an  indictment.  Later  it  was  brought 
out  that  he  pleaded  nolo  contendere  and  paid  a 
fine 

Mr.  Webster:  If  your  Honor  please,  may  I 
make  this  request,  that  the  court  room  be  cleared 
if  we  are  going  into  this  matter  ? 

The  Court:  Well,  all  I  am  going  to  say  is  that 
instead  of  sustaining  that  objection — there  ^m\\  be 
nothing  further  stated  that  will  be  prejudicial  to 
the  minds  of  anyone — instead  of  sustaining  that 
objection,  I  am  w^ithdrawing  [256]  that  ruling.  I 
still  think  it  is  good,  but  in  the  interest  of  absolute 
fairness,  I  am  going  to  withdraw  that  ruling  and 
withhold  my  ruling  and  let  you  gentlemen  brief  the 
question  as  to  whether  the  facts — and  I  won't  make 
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any  further  reference  as  to  what  they  are — do  con- 
stitute such  as  to  impeach  veracity  or  credibility. 
I  am  inclined  to  think  that  probably  they  do  not, 
but  it  is  rather  close. 

Mr.  Shearer:  Will  your  Honor  permit  on  that 
a  motion  to  strike  in  the  brief  in  the  event 

The  Court:  Well,  I  don't  think  you  need  a  mo- 
tion to  strike.  I  will  consider  that  as  an  effect  of 
credibility  or  not,  as  I  am  convinced  by  your  briefs, 
withholding  my  ruling  accordingly  instead  of  over- 
ruling the  objection  as  I  did  at  that  time. 

Mr.  Shearer :  I  was  thinking  of  the  record,  your 
Honor. 

The  Court:  Very  well,  for  the  sake  of  the  looks 
of  the  record,  if  I  should  decide  not  to  consider  it, 
I  will  consider  a  motion  to  strike  in  your  briefs,  yes. 

Mr.  Shearer:     Thank  you. 

Very  well,  the  Petitioner  has  rested  with  the  ex- 
ception announced  to  the  taking  of  the  testimony 
of  another  witness,  either  in  person  or  by  deposi- 
tion. 

Mr.  Maiden:  I  have  one  witness  to  put  on,  if 
the  Court  please.  [257] 

The  Court :     Put  on  your  witness. 

Whereupon, 

FRED  WIGNALL 

called  as  a  witness  for  and  on  behalf  of  the  Re- 
spondent, having  been  first  duly  sworn,  was  ex- 
amined and  testified  as  follows : 

The  Clerk:    Tell  us  your  name,  please. 
The  Witness:    Fred  Wignall. 
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Direct  Examination 
By  Mr.  Maiden: 

Q.     Mr.  Wignall,  by  whom  are  you  employed? 

A.     The  Collector  of  Internal  Revenue. 

Q.     In  what  capacity? 

A.     Chief  of  the  Income  Tax  Accounts. 

Q.  As  Chief  of  the  Income  Tax  Account  Sec- 
tion, what  are  your  duties,  briefly? 

A.  I  have  charge  of  all  the  records,  income  tax 
returns  and  claims,  bookkeeping,  listing  of  all  re- 
turns. 

Q.  Mr.  Wignall,  have  you  appeared  here  at  my 
request?  A.     Yes,  sir. 

Q.  Did  you  make  a  search  of  your  records  to 
determine  whether  or  not  your  records  showed  the 
filing  of  an  amended  1941  income  tax  return  for 
Wilshire  and  Western,  Inc.  ?  A.     Yes,  sir. 

Q.     What  do  your  records  show  in  that  respect? 

A.  The  records  failed  to  disclose  the  filing  of 
any  amended  return  for  the  Wilshire  and  Western 
Sandwich  Corporation  for  the  year  1941. 

Q.  Did  you  make  a  search  to  determine  whether 
or  not  your  records  disclosed  the  filing  of  any  claims 
for  refund  with  respect  to  the  year  1941  ? 

A.     I  did,  sir. 

Q.     What  do  your  records  disclose? 

A.  The  records  show  that  a  claim  was  filed  for 
the  year  1941  on  January  18,  1945. 

Q.  Mr.  Wignall,  you  have  charge  of  recording 
the  filing  of  income  tax  returns?  A.     Yes,  sir. 
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Q.  Just  when  and  how  are  recordings  made  in 
the  Collector's  office  upon  the  filing  of  returns? 

A.  Will  you  be  specific  ?  In  what  type  of  returns 
are  you  interested? 

Q.  Well,  an  amended  return,  increasing  or  de- 
creasing the  amount  of  the  tax  liability  shown  on 
the  original  return. 

A.  They  are  both  handled  differently.  An  addi- 
tional tax  amended  return  showing  additional  tax 
is  received  by  our  office,  depending  whether  there 
was  money  on  the  return  or  not.  It  goes  to  the 
cashier  and  is  sent  down  to  my  section.  We  list  the 
return.  A  bill  is  issued  if  necessary,  and  returns 
are  forwarded  to  the  Bureau.  [259] 

If  the  return  is  an  amended  return  showing  a 
decrease  in  tax  liability,  it  goes  into  the  claims  sec- 
tion and  there  a  card  record  is  made  of  the  return. 
The  return  is  then  forwarded  to  the  Bureau  with 
a  letter  of  transmittal  to  be  associated  with  the 
original  return.  I  am  speaking  now  of  corporation 
returns. 

Q.  Have  you  examined  all  of  the  card  records 
in  all  the  sections  through  which  the  return  would 
pass  to  determine  whether  or  not  a  1941  amended 
return  was  filed  by  this  corporation? 

A.  Yes,  I  have.  I  have  checked  the  records  for 
an  addition  in  tax  and  for  a  decrease  in  tax.  I  can 
find  no  record  of  either  one  being  filed. 

Q.  Did  you  check  the  cards  upon  which  the  filing 
of  the  return  would  be  listed  if  one  was  filed? 

A.    I  did,  sir. 
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Q.     You  found  no  record? 
A.     No,  I  did  not. 
Mr.  Maiden :     No  further  questions. 
The  Court:    Cross  examine. 

Cross  Examination 

By  Mr.  Webster: 

Q.  Have  you  ever  heard  of  a  taxpayer  claiming 
that  he  filed  an  amended  return  or  an  original  re- 
turn which  you  didn't  find  any  record  of  in  your 
office?  [260]  A.     Yes,  sir. 

Mr.  Webster :     That  is  all,  your  Honor. 

The  Court:    Any  further  questions? 

Mr.  Maiden:  No  further  questions,  your  Honor. 
By  the  Court: 

Q.  I  want  to  get  some  idea,  Mr.  Witness,  as  to 
how  often  that  happens;  that  is,  directing  your 
thoughts  to  the  last  question.  I  have  to  consider 
probabilities  on  this  thing.  How  often  do  you  lose 
a  filed  return  or  have  complaint  that  one  has  been 
filed  which  you  find  no  record  of  ? 

A.  I  wouldn't  be  able  to  accurately  answer  that 
question.  We  have  had  about 

Q.  I  don't  expect  you  to  answer  it  accurately, 
of  course.  I  want  you  to  give  me  the  best  idea  you 
can. 

A.     I  don't  know  how  to  really  answer  it,  sir. 

Q.  I  appreciate  it  is  a  hard  question,  sir.  How 
many  returns  go  through  your  office  in  a  year  ? 

A.    Approximately  3,000,000. 

Q.     How  many  in  a  year  would  you  find  missing 
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or  returns  that  are  claimed  to  have  been  filed  and 

that  you  have  no  record  of  ? 

A.  I  really  have  no  way  of  answering  it,  because 
all  the  inquiries  of  lost  returns  don't  come  to  my 
attention. 

Q.  How  many  come  to  your  attention  in  the 
course  of  a  year? 

A.     Well,  I  would  say  apj^roximately — and  it  is 
an  [261]  approximation — 100. 
Q.     100  out  of  3,000,000? 

A.     That  is  right.   That  is  an  approximation,  sir. 
The  Court :     That  is  all  I  wanted  to  ask. 
Any  further  questions  of  this  witness? 
Mr.  Webster:     No,  your  Honor. 
Mr.  Maiden:    No  further  questions. 
The  Court:     You  are  excused. 

(Witness  excused.) 
Mr.    Maiden:    Respondent    rests,    if    the    Court 
please. 

The  Court:  Respondent  rests.  Does  the  Peti- 
tioner have  anything  further  at  this  time  ? 
Mr.  Webster:  No,  your  Honor. 
The  Court:  Now,  in  case  you  gentlemen  can't 
get  the  testimony,  or,  we  will  say  that  we  can't  get 
the  testimony  of  this  Witness  Odell  this  next  week, 
then  you  will  be  left  to  take  a  deposition.  That 
makes  it  hard  to  set  the  time  for  briefs.  I  suggest 
that  as  soon  as  you  find  out  whether  you  are  going 
to  offer  this  testimony  in  person  or  find  out  that 
you  are  not,  that  you  contact  opposing  counsel  and 
see  me  and  then  we  will  set  the  time  for  filing  briefs 
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according  to  how  the  matter  of  the  other  testimony 
is  going  to  be  taken. 
Mr.  Webster:    Very  well. 

(Whereupon,    at   4:30  o'clock   p.m.,    Thurs- 
day,   December    4,    1947,    the    hearing    in    the 
above-entitled  matter  was  adjourned  as  above 
noted.) 

[Endorsed] :  T.C.U.S.  Filed  Dec.  19,  1947.  [262] 


Los  Angeles,  Dec.  12,  1947 
PROCEEDINGS 

The  Clerk:  10638,  Wilshire  and  Western  Sand- 
wiches, Incorporated. 

Mr.  Crouter:  E.  C.  Crouter  responding  for  re- 
spondent in  that  case,  for  R.  E.  Maiden,  Jr.,  attor- 
ney of  record. 

The  Clerk:    Mr.  Webster  for  petitioner. 

The  Court:  Now,  do  we  have  anything  in  this 
sandwich  case  excepting  the  deposition  to  take? 

Mr.  Crouter:  Yes,  your  Honor.  I  believe  Coun- 
sel wants  to  substitute  exhibits,  which  he  will 
explain;  and  it  is  agreeable  to  respondent. 

Mr.  Webster:  If  your  Honor  please,  you  will 
recall  that  certain  exhibits  were  withdrawn  for  the 
purpose  of  making  photostats.  I  have  here  the 
photostats  of  ledger  accounts  of  Wilshire  and  West- 
ern Sandwiches,  which  have  been  gone  over  by  Mr. 
Maiden  and  by  the  technical  assistant  in  the  tech- 
nical staff's  office.  The  ledger  book  itself  had  been 
marked  Petitioner's  Exhibit  No.  31,  on  the  inside 
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of  the  cover,  but  no  mark  was  placed  on  the  pages 
themselves,  which  here  are  photostated,  and  I  offer 
these,  I  miderstand,  without  any  objection  on  the 
part  of  Mr.  Crouter. 

Mr.  Crouter:  That  is  correct.  No  objection  by 
respondent. 

Mr.  Webster:  As  petitioner  exhibits  substituted 
for  the  Exhibit  No.  31  originally  submitted.  [265] 

The  Court:  Very  well.  Mr.  Clerk  you  may  sub- 
stitute the  matter  referred  to  in  lieu  of  Exhibit 
No.  31. 

Mr.  Webster:  If  your  Honor  please,  I  have  a 
suggestion  to  offer,  that  each  of  these  pages  be 
designated  by  an  alphabetical  letter  following  the 
31,  for  convenience  in  briefs. 

The  Court:  That  is  an  excellent  suggestion.  We 
often  do  that.  Will  you  just  take  the  Exhibit  and 
number  the  pages  themselves  A,  B  and  C. 

The  Clerk :  I  have  marked  the  first  page  Exhil)it 
31,  the  second  page  will  be  31-A,  your  Honor. 

The  Court:    31-A,  B  and  C,  just  mark  them. 

Mr.  Webster:  Now,  your  Honor,  one  other  ex- 
hibit which  was  withdrawn  was  a  stock  book,  for 
the  purpose  of  taking  photostats  of  pages  contained 
therein.  It  appears  that  the  revenue  stamps  which 
were  contained  in  the  original  stock  book  had  a 
legend  on  their  face  which  did  not  come  out  in  the 
photostat.  I  discussed  this  matter  with  Mr.  Maiden 
and  we  agreed  that  we  might  place  a  sheet  of  paper 
in  front  of  this  exhibit  indicating  the  contents  of 
the  legend  which  was  written  on  the  face  of  the 
revenue  stamps  in  the  stock  stuff. 
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The  Court:  Very  well.  I  take  it  that  the  con- 
tents that  have  been  attached  is  a  matter  of  stipu- 
lation ? 

Mr.  Crouter:  Yes,  that  offer  is  agreeable  to  re- 
spondent. [266] 

The  Court:    What  exhibit  is  that? 

Mr.  Webster:  That  is  Exhibit  17,  if  your  Honor 
please. 

The  Court:  This  matter  will  be  substituted  for 
Exhibit  17,  and  you  will  also  indicate  the  page  num- 
bers A,  B,  C  and  D  on  that  one,  if  you  have  several 
sheets. 

Mr.  Webster:  If  your  Honor  please,  I  don't 
think  it  is  necessary  in  that  particular  case,  be- 
cause the  certificates  are  numbered. 

The  Court:     Very  well. 

Mr.  Webster:  At  the  conclusion  of  the  petition- 
er's case  a  motion  w^as  made  to  amend  the  petition 
to  conform  to  the  proof,  and  I  have  here  one 
original  and  four  conformed  copies  of  that  motion. 

The  Court:     Any  objection? 

Mr.  Crouter:  I  have  been  advised  of  this,  but  I 
have  not  had  a  chance  to  read  it.  If  the  Court 
please,  there  is  no  objection  to  making  the  motion 
to  amend  or  granting  the  motion,  and  respondent 
would  merely  like  to  have  a  period  of  say  10  days 
within  which  to  file  an  answer  if  deemed  necessary. 
It  may  be  that  none  will  be  necessary. 

The  Court:  The  motion  is  granted  and  the 
amendment  is  filed.  Respondent  is  allowed  15  days 
from  this  date  within  which  to  file  answer,  if  he 
wishes. 
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Mr.  Webster:  Your  Honor,  with  respect  to  the 
testimony  [267]  of  Mr,  Odell,  I  have  been  in  con- 
tact with  him  and  found  out  that  it  is  impossible 
for  him  to  appear  before  the  Court.  He  won't  be 
ready  for  any  type  of  legal  work  until  the  latter 
part  of  next  week,  and  accordingly,  I  request  that 
permission  be  granted  to  take  his  deposition  for 
inclusion  in  the  testimony  in  this  case. 

Mr.  Crouter:  That  is  agreeable  to  respondent, 
at  a  convenient  time,  of  course. 

The  Court:  If  that  be  stipulated  by  the  two  of 
you  in  accordance  with  our  rule  45(e),  I  believe  it 
is  and  duly  set  forth,  I  will  say  now  that  your  ap- 
plication will  be  granted  to  take  the  deposition, 
and  deposition  ordered  taken  prior  to  January  1, 
1948.  That  is  all  we  have,  is  it?  Except  the  setting 
of  briefs. 

Mr.  Webster:    Yes,  your  Honor. 

The  Court:  Very  well.  Briefs  will  be  simultan- 
eous briefs  to  be  filed  by  February  1,  1948,  reply 
briefs  by  February  25,  1948. 

The  Clerk:  The  record  shows,  if  your  Honor 
please,  that  a  copy  of  the  motion  to  amend  the 
petition  to  conform  to  the  proof  is  now  being  served 
on  the  parties  litigant. 

The  Court:  I  believe  that  disposes  of  that, 
doesn't  it? 

Mr.  Webster:     Yes,  your  Honor.    Thank  you. 
(Whereupon  at  11:00  o'clock  a.m.  December 
12,  1947,  the  hearing  in  the  above  entitled  mat- 
ter was  closed.) 

[Endorsed] :  T.C.U.S.  Filed  July  8,  1948.   [268] 
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The  Tax  Court  of  the  United  States 

Docket  No.  10638 

WILSHIRE  AND  WESTERN  SANDWICHES, 
INC., 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DEPOSITION  OF  ROBERT  A.  ODELL 

Deposition  of  Robert  A.  Odell,  taken  on  behalf 
of  the  Petitioner,  at  Room  1011,  Van  Nuys  Build- 
ing, 210  West  Seventh  Street,  Los  Angeles,  Cali- 
fornia, on  Monday,  December  22,  1947,  at  4:00 
o'clock  p.m.,  before  Virginia  K.  Pickering,  a  No- 
tary Public  within  and  for  the  County  of  Los  An- 
geles and  State  of  California,  pursuant  to  the  an- 
nexed stipulation  to  take  deposition. 


Appearances  of  counsel:  Martin  H.  Webster, 
Esq.,  320  Bartlett  Building,  215  West  Seventh 
Street,  Los  Angeles,  California,  appearing  on  be- 
half of  the  Petitioner.  Charles  Oliphant,  Chief 
Counsel,  Bureau  of  Internal  Revenue,  of  counsel: 
R.  E.  Maiden,  Jr.,  Attorneys  for  Respondent.   [271] 


ROBERT  A.  ODELL 

called  as  a  witness  on  behalf  of  the  Petitioner,  hav- 
ing been  first  duly  sworn,  deposed  and  testified  as 
follows : 
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Direct  Examination 
By  Mr.  Webster: 

Q.     Would  you  kindly  state  your  name? 

A.    Robert  A.  Odell. 

Q.     And  your  occupation? 

A.     Attorney  at  law. 

Q.  How  long  have  you  been  in  the  practice  of 
law? 

A.  I  was  admitted  in  June,  1905,  and  I  have 
been  practicing  in  Los  Angeles  since  January  1, 
1906. 

Q.     What  sort  of  practice  have  you  had? 

A.  Well,  general  practice,  all  phases  of  the  law, 
without  many  criminal  cases. 

Q.  Have  you  heard  of  Wilshire  and  Western 
Sandwiches,  Inc.?  A.     Yes. 

Q.     Would  you  identify  them? 

A.     Well,  it  is  a  corporation. 

Q.     They  are  your  clients  ? 

A.     Yes,  they  have  been  my  clients. 

Q.    How  long  have  they  been  your  clients? 

A.     Well,  since  the  incorporation  of  the  company. 

Q.    Are  they  your  clients  now? 

A.  Well,  yes,  excepting  that  I  don't  want  to 
make  [272]  any  client's  disclosures.  There  has  been 
some  change  in  the  ownership,  and  I  may  not  be 
their  attorney  when  that  is  fully  effected,  but  for 
all  purposes,  I  imagine,  connected  with  this  mat- 
ter, I  have  been  attorney  for  them.  That  is,  our 
firm  has  been,  Tanner,  Odell  &  Taft. 
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Q.  You  say  you  have  been  the  attorney  of  Wil- 
shire and  Western  Sandwiches,  Inc.,  since  its  incor- 
poration. Were  you  active  in  the  incorporation  of 
that? 

A.  I  did  the  legal  work  in  connection  with  the 
corporation,  application  for  permit  and  matters  of 
that  sort ;  such  matters  as  they  have  conferred  wdth 
me  about. 

Q.  Mr.  Odell,  I  will  show  you  Petitioner's  Ex- 
hibit 12  in  this  matter,  being  minutes  of  a  meeting 
bearing  date  of  November  13,  1941.  I  ask  you 
whether  you  have  seen  those  minutes  before. 

A.     Yes. 

Q.  Would  you  kindly  state  all  you  know  in  con- 
nection with  those  minutes? 

A.  Well,  I  prepared  these  minutes  and  they  are 
a  correct  statement  of  what  took  place  at  the  meet- 
ing on  that  day,  November  13,  1941. 

Q.     There  was  a  meeting  on  that  date  ? 

A.     Yes;  4:00  o'clock  in  the  afternoon. 

Q.  Would  you  kindly  tell  how  it  is  you  know 
there  was  a  meeting  on  that  date  ? 

A.  Well,  I  prepared  these  minutes,  and  the 
minutes  [273]  recite  it  took  place  at  that  time.  My 
journal  entry,  kept  in  the  regular  course  of  busi- 
ness, shows  a  meeting  at  that  time.  I  recall  the  at- 
tendance at  the  meeting  and  the  supervision  of  the 
holding  of  the  meeting,  and  seeing  to  it  that  these 
things  took  place  which  are  recited  in  the  minutes. 

Q.  Would  you  describe  more  fully  the  manner 
in  which  the  meeting  was  held? 
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(Deposition  of  Robert  A.  Odell.) 

A.  It  was  held  at  this  room,  307  Transamerica 
Building,  649  South  Olive  Street,  in  Los  Angeles, 
which  is  the  office  where  Mr.  Simon,  one  of  the  in- 
corporators, had  his  office. 

Q.     Who  were  in  attendance  at  that  meeting? 

A.  These  persons  whose  names  are  given  in  the 
minutes  as  having  been  present  at  that  time. 

Q.     Would  you  state  who  they  were? 

A.  They  were  Harry  B.  Carpenter,  William  H. 
Simon,  Mike  Lyman,  and  M.  A.  McDonnell.  Mr. 
Jobson  signed  a  consent  to  the  meeting.  He  was 
one  of  the  original  incorporators,  also.  I  don't  think 
he  attended. 

Q.  Would  you  kindly  state  exactly  what  you  did 
at  that  time? 

A.  Well,  I  had  the  meeting  properly  called  to 
order  and  my  recollection  is  that  I  read  these  min- 
utes and  had  the  action  taken  by  the  vote  of  the 
board  for  each  one  of  these  actions  as  they  show^ 
here  on  the  minutes. 

Q.  Is  that  your  customary  procedure  or  is  it 
an  [274]  exceptional  method  of  handling  a  cor- 
porate meeting? 

A.  That  is  my  customary  procedure  for  organi- 
zation meetings,  and  any  other  meeting.  If  for  any 
reason  they  don't  take  the  particular  action,  the 
minutes  are  changed  before  they  are  signed  and 
put  in  the  minute  book. 

Q.  You  have  these  minutes  prepared  before  the 
meeting?  A.     Yes. 

Q.     What  information  did  you  have  with  respect 
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(Deposition  of  Robert  A.  Odell.) 
to  the  subject  matter  of  this  particular  meeting  at 
the  time  that  you  prepared  these  minutes  which, 
as  you  say,  was  before  the  meeting? 

A.  Well,  that  covers  a  good  deal  of  territory. 
Mr.  Carpenter  advised  with  me  from  time  to  time 
above  the  matter  involved  here,  and  I  had  the  in- 
formation from  which  the  minutes  were  prepared, 
on  which  the  action  was  taken,  from  his  statements 
and  conferences  with  him.  I  may  have  conferred 
with  the  other  gentlemen  from  time  to  time,  but 
not  to  any  great  extent. 

Q.  With  particular  respect  to  the  contents  of 
these  minutes,  can  you  recall  when  you  received 
the  information  which  is  set  forth  in  those  min- 
utes? A.    Well,  I  can't  tell  you  exactly. 

Q.  Can  you  approximate  how  much  before  the 
actual  meeting  date  you  learned  of  the  proposed 
action  which  was  to  be  taken  at  that  meeting  ?  That 
is,  just  an  approximate  date. 

A.  Well,  referring  to  our  firm  journal,  I  find 
an  [275]  entry  of  October  9th,  ^'Wilshire  and  West- 
ern Sandwiches,  Inc.,  drafting  resolution,  minutes, 
etc.'' 

Then,  on  October  10th— and  this  is  1941— '^Wil- 
shire and  Western  Sandwiches,  Inc.,  drafting  reso- 
lutions, minutes,  etc.  Conference  H.B.C."  That  is 
Harry  B.  Carpenter.  And  a  charge  to  services  for 
reincorporation,  permit,  lease,  and  related  matters, 
$250.00. 

So  I  would  say  that  on  those  days  I  was  working 
on  the  resolutions  and  the  minutes,  preparing  the 
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matter  for  this  meeting.  Now,  whether  it  was  fully 
completed  at  that  time  or  the  draft  was  in  a  rough 
form  or  what,  I  have  no  recollection.  But  T  might 
explain  that  I  don't  want  to  volunteer  things  in 
addition  to  what  is  asked  me,  although  I  might  say 
this:  that  our  firm  has  many,  many  years  followed 
a  custom  in  its  business  of  having  the  individual 
members  enter  on  a  daybook  each  day  things  that 
occur.  We  don't  always  get  it  all  in,  but  there  is  a 
record  there  of  various  things,  cash  transactions, 
and  everything  else. 

These  daybooks  are  gathered  up  each  morning  in 
our  Los  Angeles  of&ce,  and  the  same  thing  is  done 
in  our  Santa  Monica  office,  and  the  books  are  gath- 
ered up  there  and  duplicates  are  made  of  the  en- 
tries on  those  books.  The  Santa  Monica  office  sends 
its  copy  here  and  we  send  a  copy  to  the  Santa 
Monica  office,  so  we  have  duplicate  records  in  our 
Los  Angeles  and  in  our  Santa  Monica  offices. 

We  put  down  various  things  that  happen.  We 
have  found  [276]  frequently  it  is  helpful  as  a  re- 
minder of  what  we  have  done  and  our  charges  and 
all  that  kind  of  thing. 

These  entries  I  speak  of  were  made  in  the  reg- 
ular course  of  business  and  copied  in  that  way. 

Q.  Mr.  Odell,  the  minutes  with  respect  to  which 
we  have  been  speaking  contain  a  resolution  author- 
izing the  issuance  of  notes  to  each  of  Harry  B. 
Carpenter,  M.  A.  McDonnell,  Mike  Lyman,  and 
William  H.  Simon.  Can  you  state  whether  those 
notes   spoken    about   in   those   minutes   were   ever 
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issued^  A.    Yes. 

Q.     When  were  they  issued? 

A.  Well,  they  were  drafted  by  me,  i}repared  by 
me,  and  they  were  dated  November  13,  1941.  They 
were  delivered  by  December  5,  1941.  Now,  the  rea- 
son I  say  by  December  5th  is  that  on  December  5, 
1941,  I  wrote  to  Mr.  Carpenter  and  delivered  the 
certificate  of  stock  to  him  for  1,000  shares  and  a 
promissory  note — one  of  these  notes — to  him  for 
$8,333.34.  In  the  letter  I  state — and  I  have  a  copy 
of  it  before  me — that  I  have  delivered  promissory 
notes  of  the  corporation  as  follows: 

^'M.  A.  McDonnell,  $8,333.33;  William  H.  Simon, 
$4,166.67;  Mike  Lyman,  $4,166.66." 

I  wrote  to  Mr.  McDonnell  on  December  5,  1941, 
and  enclosed  Certificate  No.  2  for  1,000  shares,  and 
also  the  promissory  note  from  the  corporation  to 
him  in  that  same  smi.  [277] 

I  do  not  find  any  letter  to  Mike  Lyman  or  Wil- 
liam H.  Simon,  so  I  don't  know  whether  I  mailed 
it  to  them  or  delivered  it  to  them.  I  wouldn't  think 
I  went  over  there  to  deliver  it  to  them,  but  I  just 
can't  recall  quite  how  that  was  done,  whether  it  was 
by  messenger  or  somebody  picked  it  up,  or  what. 

Q.  In  any  case,  your  letter  of  December  5th, 
addressed  to  Mr.  Carpenter,  by  December  5th  the 
notes  had  been  delivered  to  Mr.  Simon  and  Mr. 
Lyman.  Have  you  any  evidence  as  to  the  date  when 
you  mailed  that  letter  to  Mr.  Carpenter,  which 
bears  the  date  December  5,  1941  ? 

A.     Well,  I  find  in  my  file  a  registry  return  re- 
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ceipt  showing  a  receipt  by  Mr.  Carpenter  12-6-41. 
I  am  quite  familiar  with  Mr.  Carpenter's  hand- 
writing, and  this  is  his  signature.  The  return  card 
is  dated  at  Glendale  December  6,  1941,  and  the  let- 
ter to  Mr.  Carpenter  was  addressed  to  him  at  625 
Cumberland  Road,  Glendale. 

This  isn't  clipped  on  the  copy  of  the  letter,  but 
it  is  in  my  files.  I  find  a  memorandum  on  the 
letter,  ^'Copy  of  letter  to  Mr.  Carpenter  (regis- 
tered)." I  am  quite  sure  that  is  the  return  receipt 
of  that  registered  letter  with  the  stock  and  the  note. 

Mr.  Maiden :  It  is  stipulated  by  Respondent  that 
his  counsel  has  read  the  return  receipt  of  a  reg- 
istered letter  and  that  the  contents  of  this  receipt 
are  as  just  testified  to  by  Mr.  Odell.  [278] 

Q.  (By  Mr.  Webster):  Mr.  Odell,  again  re- 
ferring to  the  November  13,  1941,  minutes,  they  con- 
tain a  resolution  dealing  with  the  issuance  of  shares 
of  stock  to  the  same  four  individuals  about  whom 
we  have  been  speaking  and  to  whom  you  have  testi- 
fied notes  were  delivered.  Were  such  share  cer- 
tificates issued?  A.    Yes. 

Q.    In  what  amounts? 

A.    Well,  you  have  the  certificate  book  there? 

Q.  I  show  you  Petitioner's  Exhibit  No.  17, 
which  has  been  identified  as  the  stock  ledger  book 
of  Wilshire  and  Western  Sandwiches,  Inc. 

A.  I  am  familiar  with  that.  The  writing  on 
these  stubs,  except  as  to  the  receipt  for  the  stock, 
is  in  my  handwriting,  and  I  filled  out  the  stock 
certificates  and  filled  out  the  stubs. 
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Q.     When  were  those  stock  certificates  issued? 

A.  Well,  they  were  dated  November  13,  1941, 
and  that  is  my  best  recollection.  The  canceled  stock 
certicates  in  here,  which  were  issued  at  that  time, 
bear  the  same  date. 

Q.  You  are  referring  to  Certificates  Nos.  3 
and  4? 

A.  Nos.  3  and  4.  Those  were  surrendered  in  or- 
der that  some  small  block  of  stock  could  be  issued 
to  Mr.  Lardemer. 

Q.  There  is  a  reference  in  your  letter  of  De- 
cember 5,  1941,  addressed  to  Mr.  Carpenter,  as  to 
the  delivery  of  stock  [279]  certificates.  Are  these 
the  stock  certificates  to  which  that  letter  refers? 

A.  Well,  the  stock  certificates  of  which  these  are 
stubs — in  other  words,  the  original  stock  certificates 
to  Carpenter  and  McDonnell  are  not  here,  but  the 
stubs  are. 

Q.  What  I  meant  was,  your  letter  of  December 
5,  1941,  w^hich  you  were  talking  about  a  few  mo- 
ments ago,  I  believe  makes  reference  to  delivery  of 
stock  certificates.  A.    Yes. 

Q.  Are  these  the  stock  certificates,  that  is,  is 
this  the  stock  ledger  book  for  the  certificates  with 
respect  to  which  that  December  5th  letter  was  re- 
ferring? 

A.  It  is  the  book  of  stock  certificates,  and  my 
letter  had  reference  to  the  original  certificates  which 
•were  issued  from  this  book,  and  as  to  which  there 
is  a  stub  entry  on  this  book. 

Q.  Would  you,  therefore,  state  the  dates  on 
which  these  stock  certificates  were  delivered? 
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A.  Well,  they  were  delivered  on  the  5th  of  De- 
cember, 1941,  as  to  Mr.  Carpenter  and  Mr,  Mc- 
Donnell. As  I  said  before,  I  am  not  certain  just 
when  they  were  delivered  to  Mr.  Simon  and  Mr. 
Lyman,  but  it  was  on  or  shortly  before  the  date; 
certainly,  between  November  13,  1941,  and  Decem- 
ber 5th. 

I  note  that  Mr.  McDonnell  signed  a  receipt  for 
his  and  that  receipt  is  dated  the  5tli  of  December. 
It  is  signed  for  Mr.  McDonnell  by  Mr.  Jobson.  Mr. 
Jobson  was  in  Mr.  [280]  McDonnePs  emjjloy.  These 
other  dates  of  the  receipt,  on  the  bottom  of  the 
stubs,  don't  seem  to  be  filled  in;  sometimes  we  are 
careless  about  that. 

Q.  Calling  attention  to  the  revenue  stamps 
which  are  placed  on  the  stubs  of  these  certificates, 
do  you  know  when  those  stamps  were  attached? 

A.     Well,  they  were  bought  on  December  3.  1941. 

Q.  As  a  source  of  information,  do  you  have  any 
information  on  that,  Mr.  Odell? 

A.  I  have  an  entry  in  this  firm  journal  mider 
date  of  December  3,  1941,  '^Wilshire  and  Western 
Sandwiches,  Inc.  Charge.  Paid  revenue  stamps, 
$33.60.'' 

I  also  have  a  memorandum  here  from  the  Wil- 
shire  and  Western  files  dated  11-27-41,  signed  by 
R.A.O.— that  is  me— to  E.S.— that  is  Mr.  Shilling, 
an  attorney  in  our  employ— in  which  I  requested 
him  to  get  these  revenue  stamps  and  specified  the 
denominations.  That  is  dated  11-19-41.  It  bears  the 
stamp  of  the  post  ofdce,  ''Los  Angeles,  California, 
Metropolitan  Station.   December  3,  1941." 


244        WilsJdre  &  Western  Sandtviches,  Inc. 

(Deposition  of  Robert  A.  Odell.) 

Mr.  Webster :    Off  the  record. 
(Discussion  off  the  record.) 

Mr.  Webster:     On  the  record. 

Mr.  Maiden:  Referring  to  the  office  memoran- 
dum record  dated  11-27-41,  about  which  Mr.  Odell 
has  just  testified,  Respondent  hereby  stipulates  that 
the  contents  of  said  memorandum  [281]  are  as  tes- 
tified by  Mr.  Odell. 

The  Witness:  To  answer  a  little  further,  the 
denominations  here  which  I  asked  Mr.  Shilling  to 
get,  two  tens,  two  ones,  twenty-five  cents,  it  looks 
like,  and  two  fifty  cents:  that  corresponds  exactly 
with  the  revenue  stamps  on  these  stubs.  Now, 
whether  they  were  canceled  later  or  not — they  must 
have  been  canceled  later.  That  looks  like  my  writ- 
ing. It  may  have  been  Mr.  Bassett's,  who  came  in 
here  checking  over  the  books  at  a  later  time  in 
1946. 

Q.     (By  Mr.  Webster):     Who  was  Mr.  Bassett? 

A.  He  was  connected  with  the  Internal  Revenue 
Department.  *^  George  L.  Bassett,  D.  C' — what- 
ever that  means 

Q.  He  was,  in  any  case,  an  official  of  the  Col- 
lector's office  that  checked  over  these  stamps,  is 
that  correct? 

A.  That  is  right.  Somebody  comes  in  periodical- 
ly from  the  Internal  Revenue  office  and  will  say, 
^* Let's  see  the  books  of  such  and  such  corporation.'' 

I  say,  *^Here  they  are,"  and  he  goes  through 
them. 

It  very  well  may  be  I  put  those  on  and  didn't 
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cancel  them  at  the  time.  They  were  charged  and 
paid  for  on  that  date.  By  the  ledger  account  of  our 
firm  it  shows  the  stamps  were  paid  for  in  that 
amomit,  as  shown  by  that  book.  This  is  a  copy  of 
the  statement  I  rendered  to  Wilshire  and  Western 
Sandwiches,  December  4,  1941,  showing  the  pay- 
ment of  those  revenue  stamps. 

Q.  Mr.  Odell,  you  have  been  testifying  with  re- 
spect to  [282]  four  notes  dated  November  13,  1941, 
issued,  respectively,  to  Mr.  Simon,  Mr.  Lyman,  Mr. 
Carpenter,  and  Mr.  McDomiell.  Were  there  any 
other  notes  issued  to  any  or  all  of  these  individuals 
by  Wilshire  and  Western  Sandwiches,  Inc.  ? 

A.  Any  other  notes?  I  don't  recall  any  at  this 
moment. 

Q.  In  any  case,  were  there  ever  any  notes  is- 
sued prior  to  November  13,  1941,  or  thereabouts, 
to  these  four  individuals. 

A.  Well,  I  don't  think  so.  I  don't  recall  any 
others.  I  prepared  these,  originals  of  these  notes, 
of  which  I  have  a  copy. 

Q.    And  you  know  of  no  others?  A.     No. 

Q.  Mr.  Odell,  you  have  been  testifying  with  re- 
spect to  the  issuance  of  certain  shares  of  stock  to 
these  four  individuals  and  also  certain  shares  to 
Lardemer.  Were  there  any  other  share  certificates 
issued  by  Wilshire  and  Western  Sandwiches,  Inc., 
than  those  which  you  have  been  speaking  about? 

A.  None  of  which  I  have  any  knowledge.  There 
were  two  stock  certificates  issued— whatever  is 
shown  here  by  the  separate  stubs— being  a  reissue 
out  of  the  Simon-Lyman  stock. 
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Q.  In  the  course  of  your  professional  practice 
have  you  ever  had  occasion  to  back-date  any  docu- 
ment more  than  one  [283]  or  two  days  after  the 
particular  event? 

A.     No,  I  don't  back-date  documents. 

Mr.  Webster:    Thank  you,  Mr.  Odell.  That  is  all. 
Cross  Examination 
By  Mr.  Maiden: 

Q.  Mr.  Odell,  have  you  handled  the  tax  matters 
and  did  you  handle  the  tax  matters  of  Wilshire 
and  Western  Sandwiches,  Inc.,  from  its  organiza- 
tion through  the  years  1942  and  1943? 

A.  No,  I  didn't  handle  any  tax  matters  what- 
ever for  them. 

Q.  Do  you  do  any  federal  income  tax  work  at 
all,  Mr.  Odell? 

A.  Well,  to  a  certain  extent,  that  is,  in  connec- 
tion with  estates,  making  fiduciary  returns,  and 
sometimes  for  our  clients.  We  don't  like  to  do  it, 
but  it  sometimes  happens  a  client  will  wish  you  to  ^ 
do  it,  so  we  go  through  it.  But  we  don't  desire  to, 
and  many  times  in  estates,  if  they  are  at  all  com- 
plicated, we  have  an  outside  tax  accountant  do 
that. 

Q.  Mr.  Odell,  do  you  recall  whether  or  not  Mr. 
Carpenter  or  Mr.  Simon  or  Mr.  Lyman  or  Mr. 
McDonnell  discussed  with  you  at  any  time  during 
1941  and  prior  to  the  issuance  of  the  notes  and 
stock  certificates,  which  you  have  testified  about, 
Avhy  it  was  that  the  stockholders  were  proposing  to 
take  a  part  of  their  advancement  to  the  [284]  cor- 
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poration  required  to  build  its  drive-in  and  equip 

it  for  business,  in  notes  instead  of  all  in  stock? 

A.  I  don't  think  they  knew  how  much  it  was 
going  to  cost.  Certainly,  as  it  afterward  developed, 
it  cost  a  great  deal  more  than  was  originally  con- 
templated. Mr.  Carpenter  discussed  the  matter  with 
me,  with  respect  to  subscribing  so  much  for  stock, 
and  then  borrowing  what  they  needed  to  conii)lete 
the  building  from  the  individual  stockholders.  But 
the  purpose  or  the  purport  of  it  was  not  particular- 
ly discussed.  That  is,  I  don't  recall  the  discussion 
about  that.  I  am  sure  I  never  had  any  discussion 
with  any  of  the  other  gentlemen  at  all  about  the 
matter,  except  when  we  had  the  meeting  and  auth- 
orized the  issuance  of  the  notes.  You  see,  Mr.  Car- 
penter was  doing  the  discussing  with  me. 

Q.  Mr.  Odell,  do  you  recall  whether  or  not  it 
was  the  intention  of  the  incorporators  and  eventual 
stockholders  of  this  corporation  that  they  would 
purchase  from  the  corporation  sufficient  shares  of 
its  stock  with  which  to  furnish  the  money  required 
to  build  the  drive-in  and  equip  it  for  business? 

A.  No,  I  think  they — well,  T  don't  want  to  guess 
at  things  and  say  what  I  think.  I  want  to  answer 
your  question. 

Q.  Before  answering  that  question,  Mr.  Odell, 
T  might  refresh  your  recollection  with  Exhibit  4-D 
to  the  stipulation  of  the  parties  in  the  case,  which 
is  a  copy  of  a  petition  filed  with  the  Corporation 
Commissioner  for  permission  [285]  to  issue  shares 
of  stock. 
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I  call  your  attention  to  a  provision  appearing 
on  page  4  of  this  exhibit,  to  the  effect  that  **lt  is 
proposed  also  to  sell  additional  of  its  stock  for  cash 
to  the  incorporators,  if  it  should  become  necessary 
to  do  so,  for  the  purpose  of  completing  the  building 
or  equipment  or  for  further  expanding  the  business 
or  facilities  thereof." 

Does  that  refresh  your  recollection  any  on  the 
point? 

A.  This  petition  states,  in  the  first  part  of  that 
paragraph,  that  ^^It  is  proposed  to  sell  and  issue 
at  this  time  1,500  shares  of  the  stock  for  that  pur- 
pose, and  to  pay  the  expenses  of  incorporation  and 
to  borrow  from  the  individual  stockholders  or  in- 
corporators additional  money  sufficient  to  complete 
the  building  and  equipment/' 

And  this  last  statement,  ^^It  is  proposed  also  to 
sell  additional  of  its  stock  for  cash  .  .  .  should  it 
become  necessary  .  .  .  for  the  purpose  of  completing 
the  building' ^  now,  not  to  be  argumentative  at  all, 
but  it  is  my  recollection  that  they  didn't  know  just 
how  much  it  was  going  to  cost.  They  thought  it 
would  be  somewhere  around  $30,000;  to  use  this 
$15,000  worth  of  stock  issued,  and  borrow  money, 

if  necessarv. 

»/ 

Experience  has  shown,  a  lot  of  these  drive-ins 
have  cost  a  good  deal  more  than  was  originally 
contemplated. 

So  that  the  statement  should  also  be  made,  they 
might  not  have  made  those  individual  loans  or 
made  the  borrowings,  [286]  but  they  wanted  to  be 
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in  a  position  to  issue  additional  stock  to  the  origin- 
al stockholders  if  they  desired  so  to  do.  The  prayer 
of  the  petition  was  for  the  issuance  of  ali  the 
stock  to  them  for  cash,  notwithstanding  it  had  also 
said  $15,000  at  that  time.  My  recollection  is  that 
the  permit  was  made  to  issue  them  the  whole 
seventy-five  thousand,  which,  of  course,  didn't  mean 
they  had  to  take  it. 

Q.  Now,  Mr.  Odell,  this  stipulation  of  the  par- 
ties discloses  that  either  some  or  all  of  the  stock- 
holders in  the  petitioner  in  this  case  likewise  or- 
ganized and  became  stockholders  in  various  other 
drive-in  restaurants  of  the  type  operated  by  this 
petitioner,  and  that  in  each  one  of  these  cases  stock 
and  documents,  denominated  notes,  were  issued  to 
cover  the  advances  made  for  the  construction  of 
the  buildings  and  equipment.  Do  you  recall  whether 
or  not  you  likewise  handled  the  incorporation  ar- 
rangements in  those  other  corporations? 

A.  Well,  the  only  one  I  had  to  do  with  was 
the  Sunset  Sandwiches,  and  the  other  corporation 
where  they — I  have  forgotten  just  who  all  were 
in  that;  there  was  a  different  personnel  there. 

Q.     The  stipulation  will  show  that,  I  believe. 

A.  Yes.  The  Scrivners,  Hulsmans,  McDonnell, 
Carpenter,  Lyman  and  Simon. 

Q.  That  is  the  only  other  corporation  for  this 
group  of  men  that  you  prepared  the  corporation 
records  and  minutes  [287]  and  issuance  of  stock 
and  notes,  and  so  forth  ? 

A.     That  is  right.  There  was  one,  Manveda,  Inc., 
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which  has  since  been  dissolved.  T  don't  think  it  was 

of  the  same  structure. 

Q.  But,  Mr.  Odell,  I  believe  that  you  have  testi- 
lied  that  the  purpose  these  stockholders  had  in 
mind  in  this  particular  case,  in  taking  part  of  their 
advancement  in  the  form  of  loans,  w^as  not  dis- 
cussed with  you. 

A.  1  don't  know  what  you  mean,  ^^ taking  ad- 
vancement in  the  shape  of  loans." 

Q.  I  might  call  your  attention  to  the  fact,  Mr. 
Odell,  that  in  the  stipulation  it  is  stipulated  that, 
beginning  in  May  1941,  and  ending  on  November 
19,  1941,  the  stockholders  in  this  corporation  had 
advanced  to  the  corporation  the  sum  of  $55,000. 

Now,  it  has  further  been  developed  in  W\^  case 
that  stock  was  not  issued  for  that  entire  amount 
of  money  advanced,  but  that  part  of  the  advance- 
ment, total  advancement,  was  taken  in  the  form 
of  promissory  notes  issued  to  the  stockholders. 

Now  then,  I  want  to  know^  whether  or  not  these 
stockholders  advised  you  why  it  w^as  that  they 
wanted  to  take  j)art  of  the  advancement  in  notes, 
rather  than  taking  it  all  as  stock. 

A.  Well,  I  don't  know  about  the  $55,000.  The 
original  plan,  as  shown  by,  or,  at  any  rate,  devel- 
oped at  [288]  the  time  the  application  was  made 
to  tli(»  Corporation  Commissioner,  it  was  rather 
plain  that  the  stock  which  they  proposed  to  actual- 
ly buy  at  that  time  was  $15,000.  T  don't  recall,  but 
I  rather  think  the  building  proceedings  were  ^om^ 
on  during  the  summer  and  up  to  the  time  when 
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this  action  was  taken  on  November  13th.  The  $15,- 
000  in  stock  evidently  increased  to  $30,000  by  that 
time,  and  the  advancements  made  amounted  to  this 
other  sum,  $25,000. 

There  had  been  a  rather  general  understanding^ 
as  I  got  it  from  Mr.  Carpenter,  that  they  would 
buy  some  stock  and  make  individual  loans  from 
the  incorporators  to  carry  on  the  building,  but 
they  weren't  obliged  to. 

Q.  I  am  not  asking  you  that.  Of  course,  that  is 
a  matter  of  law.  But  the  point  I  am  trying  to  clear 
up  in  the  record  is  whether  or  not  these  stockhold- 
ers, after  the  building  had  been  completed,  the 
m_oney  had  been  advanced,  that  they  preferred  to 
take  part  of  their  advancement  in  the  form  of 
notes  rather  than  entirely  as  stock. 

A.  Not  at  that  time.  I  think  that  was  the  idea 
right  along.  What  was  contemplated  was,  they 
would  buy  stock  and  they  would  also  make  loans. 

Q.  Did  they  tell  you  why  they  did  not  want  to 
put  up  the  entire  amount  of  money  required  in 
the  form  of  stock  purchases? 

A.  No,  that  wasn't  discussed,  that  I  recall,  to 
any  extent.  I  don't  remember  discussion  about  it, 
excepting  they  [289]  didn't  know  what  the  build- 
ing was  going  to  cost,  and  they  —  when  T  say 
''they",  please  understand  I  mean  only  Mr.  Car- 
penter, who  had  talked  to  me  about  the  matter.  I 
didn't  talk  to  these  other  gentlemen  about  it  in  the 
formative  stages.  I  assumed  he  spoke  for  them. 
And  when  I  held  the  meetings,  what  took  place, 
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of  course,  was  actually  as  shown  by  the  minutes. 
I  didn't  go  into  detail  talking  with  all  these  other 
gentlemen  about  any  of  these  things,  except  when 
we  held  the  meetings. 

Q.  Mr.  Odell,  I  don't  mean  to  be  impertinent 
or  to  in  anywise  impinge  your  absolute  integrity, 
but  Mr.  Carpenter  testified  in  this  case  that  not- 
withstanding the  fact  that  he  had  signed  the  affi- 
davit attached  to  the  petition  to  the  Corporation 
Commissioner,  which  affidavit  of  course  states  that 
he  had  read  and  understood  the  contents  of  that 
application,  that  he,  in  fact,  didn't  read  it  and 
didn't  know  its  contents.  Do  you  recall  whether 
or  not  you  presented  this  application  to  Mr.  Car- 
penter to  be  read  by  him  and  notarized? 

A.  This  is  a  copy  of  the  certified  original.  He 
signed  it  and  swore  to  it  before  me  on  that  day. 
That  is  what  happened.  I  don't  know  what  Mr. 
Cari)enter  testified  to.  I  didn't  talk  to  him  about 
his  testimony. 

Mr.  Maiden:  Well,  you  can  rely  upon  my  state- 
ment he  did  testify  to  that,  in  substance.  I  think 
Mr.  Webster  will  agree.  I  believe  that  is  all.  [290 

Redirect  Examination 
]]y  Mr.  Webster: 

Q.  Mr.  Odell,  is  Mr.  Carpenter  a  client  of  your 
firm?  A.     Yes. 

Q.  How  long  has  he  been  a  client  of  your  firm, 
a]7proximately? 

A.  Oh,  about  35  years  ago.  By  that  T  mean  that 
over  that  period  of  time,  from  time  to  time,  he 
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has  employed  us  and  we  have  represented  him  in 
legal  matters,  for  places  he  has  been  interested  in. 
That  doesn't  mean  that  he  doesn't  have  other  at- 
torneys at  times.  I  don't  know  what  other  attorneys 
he  may  have. 

Q.  You  are  a  senior  partner  in  this  firm  of 
Tanner,  Odell  &  Taft? 

A.  Well,  I  don't  want  to  emphasize  the  senior 
part  of  it.  Mr.  S.  W.  Odell,  my  uncle,  is  my  senior 
in  years  in  the  firm.  But  Mr.  Donald  Odell  is  my 
cousin  and  junior  in  years.  Mr.  Taft  is  my  junior 
in  years. 

Q.  How^  many  do  you  have  in  this  firm,  Mr. 
Odell? 

A.  Well,  we  have  four  now.  Judge  Taft  and 
Judge  Tanner  passed  away;  Mr.  Shilling  is  asso- 
ciated with  us. 

Mr.  Webster:    That  is  all. 

/s/  ROBERT  A.  ODELL. 

Subscribed  and  sworn  to  before  me  this  15th  day 
of  January,  1948. 

/s/  VIRGINIA  K.  PICKERING. 
Notary  Public  in  and  for  the  County  of  Tjos  An- 
geles, California. 

My  Commission  expires  May  10,  1951.  [291] 

To  the  Tax  Court  of  the  United  States: 

I,  Virginia  K.  Pickering,  the  person  named  in 
the  attached  stipulation  to  take  deposition,  hereby 
certify : 
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1.  That  I  proceeded  on  the  22nd  day  of  Decem- 
ber, A.  D.  1947,  at  the  ofBces  of  Tanner.  Odoll  & 
Taft,  1011  Van  Nuys  Building,  210  West  7th 
Street,  in  the  City  of  Los  Angeles,  State  of  Cali- 
fornia, at  4:00  o'clock  p.m.,  under  the  said  stipula- 
tion to  take  deposition,  and  in  the  presence  of 
Martin  H.  Webster  and  R.  E.  Maiden,  Jr.,  the 
counsel  of  the  respective  parties,  to  take  the  follow- 
ing deposition,  viz: 

Robert  A.  Odell,  a  witness  produced  on  behalf 
of  the  Petitioner. 

2.  That  the  witness  was  examined  under  oath 
at  such  times  and  places  as  conditions  of  adjourn- 
ment required,  and  that  the  testimony  of  the  wit- 
ness was  taken  stenographically  and  reduced  to 
typewriting  by  me  or  under  my  direction. 

3.  That  after  the  testimony  of  the  witness  had 
been  reduced  to  writing  the  transcript  of  that  testi- 
mony was  read  and  signed  by  the  witness  in  my 
presence  and  that  the  witness  acknowledged  before 
me  that  his  testimony  was  in  all  respects  truly  and 
correctly  transcribed. 

4.  That,  after  the  signing  of  the  deposition  in 
my  presence,  no  alterations  or  changes  were  made 
therein. 

5.  That  I  have  no  office  connection  or  business 
employment  with  the  Petitioner  or  its  attorney. 

/s/  VIRGINIA  K.  PICKERITsTG, 
Notary  Public  in  and  for  the  County  of  T^op  An- 
geles, State  of  California.  [292] 

My  commission  expires  May  10,  1951. 
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STIPULATION   TO   TAKE   DEPOSITION 

It  Is  Hereby  Stipulated  and  Agreed  by  and  be- 
tween the  parties  to  the  above  entitled  action, 
through  their  respective  counsel,  that  the  testimony 
of  Robert  A.  Odell  witness  on  the  part  of  Petition- 
er in  said  action,  may  be  taken  pursuant  to  Rule 
45  of  the  Rules  of  Practice  before  the  Tax  Court 
of  the  United  States,  before  Virginia  K.  Picker- 
ing, Notary  Public  in  and  for  Los  Angeles  County, 
California,  on  Monday,  the  22nd  day  of  December. 
1947,  at  1011  Van  Nuys  Building,  in  the  City  and 
County  of  Los  Angeles,  California,  at  4:00  o'clock 
]n  the  afternoon  of  said  day,  and  if  said  deposition 
is  not  completed  on  said  day,  it  may  be  continued 
from  day  to  day  thereafter  until  same  is  com.pleted. 

It  Is  Further  Stipulated  and  Agreed  that  the 
testimony  may  be  written  dow^n  in  shorthand  writ- 
ing by  a  shorthand  reporter  and  thereafter  tran- 
scribed into  writing  and  shall  then  be  read  to  or 
by  the  said  witness,  corrected,  subscribed  and  sworn 
to  by  said  witness;  that  the  said  deposition  and  tes- 
timony, when  so  taken,  may  be  read  and  used  in 
evidence  in  said  cause  by  either  party  on  any  trial 
of  said  action  or  proceeding  therein,  subject  to  the 
same  objections  and  exceptions  as  if  said  witness 
were  personally  present  on  the  witness  stand,  but 
without  objection  or  exception  to  the  time,  place 
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or  manner  of  taking  the  same,  or  the  form  of  the 
question,  miless  noted  at  the  time. 

Dated  this  22nd  day  of  December,  1947. 

/s/  MARTIN  H.  WEBSTER, 
Attorney  for  Petitioner. 

/s/  R.  E.  MAIDEN,  JR., 

Attorney  for  Respondent. 

General    Reporting    Company,    215    West    5th 
Street,  Los  Angeles,  Calif.  Michigan  4341.      [293] 


[Title  of  Tax  Court  and  Cause.] 

STIPULATION 

It  is  hereby  stipulated  by  and  between  Wilshire 
and  Western  Sandwiches,  Inc.,  Petitioner,  and  the 
Commissioner  of  Internal  Revenue.  Respondent,  by 
their  respective  counsel,  that  the  following  facts 
shall  be  taken  as  true;  provided,  however,  that  this 
stipulation  shall  be  without  prejudice  to  the  right 
of  either  party  to  object  at  the  hearing  to  any 
part  thereof  on  the  grounds  of  immateriality,  or  to 
introduce  other  and  further  evidence  not  at  vari- 
ance with  the  facts  herein  stipulated; 

1.  The  tax  years  involved  are  the  calendar  years 
1942  and  1943. 

2.  The  Petitioner  is  a  corporation  organized 
under  the  laws  of  California  with  its  principal 
place  of  business  at  3180  West  Sixth  Street,  Los 
Angeles,  California.  It  filed  its  returns  for  the 
tax  years  involved  with  the  Collector  for  the  Sixth 
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District    of    California.      The   Petitioner    kept    its 
books  and  prepared  its  returns  on  the  accrual  basis. 

3.  The  Petitioner  was  incorporated  March  24, 
1941  with  an  authorized  capital  stock  of  7500  shares 
of  common  stock  of  the  [284]  par  value  of  Ten 
Dollars  ($10.00)  per  share.  Petitioner  was  formed 
for  the  purpose  of  engaging  in  the  drive-in  restau- 
rant business.  In  addition  to  other  powers  granted 
to  it  in  its  Articles  of  Incorporation,  Article  XII 
empowers  the  corporation  to  borrow  money  and 
issue  its  notes  therefor. 

4.  On  April  26,  1941,  a  lease  was  entered  into 
between  Robert  Ashley  Pettey  and  Julia  Faye 
Pettey,  lessors  and  Wm.  H.  Simon,  lessee.  A  copy 
of  the  provisions  of  the  lease  which  are  deemed 
relevant  is  attached  hereto  as  Exhibit  No.  1-A  to 
this  Stipulation. 

5.  On  May  2,  1941,  a  Supplement  to  Lease  was 
executed  between  the  same  parties  who  executed 
the  lease  dated  April  26,  1941.  A  copy  of  this  sup- 
plement is  attached  hereto  as  Exhibit  No.  2-B. 

6.  Commencing  May  17,  1941,  payments  were 
made  to  the  Petitioner  by  the  following  individuals 
and  in  the  following  amounts: 

Date  Advanced  by  Amount 

5/17/41         M.  A.  McDonnell $  3,333.88 

6/  9/41         Wm.  n.  Simon  and  Mike  Lyman 

(half  each)  3,333.33 

6/  9/41         Harry  B.  Carpenter 3,333.34 

8/22/41        Wm.  H.  Simon  and  Mike  Lyman 

(half  each)  5,000.00 

9/12/41        M.  A.  McDonnell  and  Harry  Carpenter 

(half  each)  10,000.00 


258        Wilshire  &  Western  Sandwiches,  Inc, 

10/30/41         Wm.  n.  Simon  and  Mike  Lyman 

(half  each) 5,000.00 

Date                  Advanced  by  Amount 

10/30/41         Harry  B.  Carpenter  5,000.00 

11/13/41         Wm.  II.  Simon  and  Mike  Lyman 

(half  each)  5,000.00 

11/13/41         PlaiTy  B.  Carpenter 5,000.00 

11/19/41         M.  A.  McDonnell  10,000.00 

The  total  of  all  payments  from  the  four  indi- 
viduals above  named  was  Fifty-Five  Thousand  Dol- 
lars ($55,000)  divided  as  follows: 

Name  Amount 

Harry  B.   Carpenter $18,333.33 

M.  A.  McDonnell 18,333.33 

Wm.  H.  Simon 9,166.67 

Mike   Lyman    9,166.66 

7.  The  monies  paid  as  outlined  in  Paragraph  6 
hereof  were  first  used  by  the  Petitioner  to  defray 
expenses  for  preparation  of  plans  and  specifica- 
tions for  the  erection  of  a  building  on  the  leased 
premises.  Said  monies  were  thereafter  used  to  pay 
for  the  construction  of  the  drive-in  building  and 
the  equipment  thereof.  A  summary  of  the  total 
amounts  so  expended,  per  the  books,  broken  down 
by  months  and  allocated  between  building  and 
equipment  is  set  forth  below:  [296] 


1941  Building 

June  $     750.00 

July   1,011.08 

August  7,129.53 

September  8,864.55 

October    5,926.95 


I 


Total 

Equipment 

to  Date 

$      750.00 

$  1,500.00 

545.00 

3,056.08 

521.02 

10,706.63 

2,272.75 

21,843.93 

1,098.02 

28,868.90 
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Total 
1941  Buildinof         Equipment  to  Date 

November    3,828.17  1,373.20  34,070.27 

December    8,005.77  8,955.79  51,031.83 

Add  :  Prepaid  Expenses  per 

Journal  Entry  Page  6      2,598.63  2,000.00  55,630.46 

Total— 1941  $38,114.68  $17,515.78  $55,630.46 

1942 

January  $  2,375.00  $      123.60  $58,129.06 

February  7,663.66  65,792.72 

Totals  $40,489.68        $25,303.04        $65,792.72 

8.  On  or  about  June  le5,  1941,  the  architect  for 
the  proposed  building  of  the  Petitioner,  Joseph  L. 
Feil,  solicited  bids  for  the  construction  of  said 
building.  Four  bids  were  received  as  follows:  [297] 

Bidder  Minimum  Amount  Date  of  Bid 

Lynch  Cannon  Construction  Co $21,000.00  6/20/41 

Nowell  M.  Calhoun  19,327.00  6/20/41 

Hastings-Quinn,  Inc 18,875.00  6/21/41 

Frank  A.  Woodyard  18,222.00  6/20/41 

On  July  10,  1941,  a  building  construction  con- 
tract was  entered  into  between  the  Petitioner  and 
Frank  A.  Woodyard  under  which  Frank  A.  Wood- 
yard  agreed  to  construct  a  drive-in  building  and 
adjacent  service  building  for  the  sum  of  Twenty- 
Two  Thousand  Six  Hundred  Fifty-one  Dollars 
($22,651.00).  Frank  A.  Woodyard  commenced 
erection  of  the  drive-in  building  on  or  about  July 
25,  1941.  By  on  or  about  October  25,  1941,  the 
work  of  Frank  A.  Woodyard  had  been  substantially 
completed. 

9.  On  July  14,  1941,  the  board  of  directors  of 
the  Petitioner  held  its  first  meeting.     A  copy  of 
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the  minutes  of  said  meeting  are  attached  hereto 
as  Exhibit  No.  3-C. 

10.  On  July  14,  1941,  the  President  and  Secre- 
tary of  the  Petitioner  applied  to  the  Commissioner 
of  Corporations  of  the  State  of  California  for  a 
permit  to  issue  shares  of  its  stock  as  set  forth  in 
the  application,  a  copy  of  which  is  attached  hereto 
as  Exhibit  No.  4-D.  On  July  17,  1941,  a  permit 
was  issued  by  the  Corporation  Commissioner  of  the 
State  of  California  authorizing  the  issuance  of 
7500  shares  at  par  for  cash,  all  in  accordance  [298] 
with  said  permit,  a  copy  of  which  is  attached  hereto 
as  Exhibit  No.  5-E. 

11.  On  July  14,  1941,  Wm.  H.  Simon,  lessee 
under  the  lease  hereinabove  described  in  Exhibit 
No.  1-A,  duly  assigned  to  the  Petitioner  as  assignee 
said  lease  and  the  supplement  thereto  dated  May  2, 
1941,  hereinabove  described  in  Exhibit  No.  2-B. 
Consent  to  said  assignment  was  duly  obtained  on 
August  14,  1941.  A  copy  of  said  assignment  is  at- 
tached hereto  as  Exhibit  No.  6-F. 

12.  On  August  22,  1941,  a  lease  was  entered  into 
between  Edna  R.  Vogel,  lessor,  and  the  Petitioner, 
lessee,  covering  premises  adjacent  to  the  property 
theretofore  assigned  to  the  Petitioner  by  Wm.  H. 
Simon  as  original  lessee  and  on  which  the  drive-in 
restaurant  was  constructed.  Said  premises  were 
to  be  used  for  parking  purposes.  A  copy  of  said 
Vogel  lease  is  attached  hereto  as  Exhibit  No.  7-C 

13.  On  or  about  November  15,  1941,  the  Peti- 
tioner commenced  doing  business  as  a  drive-in 
restaurant. 
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The  bank  balance  of  the  Petitioner  on  February 
1,  1942  was  One  Thousand  One  Hundred  Twenty- 
Six  Dollars  and  Ninety-Eight  Cents  ($1,126.98). 

14.  On  the  following  dates,  checks  of  the  Peti- 
tioner were  issued  and  delivered  to  the  following 
named  persons  in  the  amounts  indicated,  with  an 
explanation  in  the  voucher  portion  of  each  check  as 
follows:   [299] 


Explanation  on 

Name 

Date 

Amount 

Voucher 

Harry  B.  Carpenter 

4/21/43 

$3,333.34 

''Payment  on  Note" 

M.  A.  McDonnell 

3,333.33 

"Payment  on  Note" 

Wm.  H.  Simon 

1,666,16 

''Payment  on  Note" 

Mike  Lyman 

1,666.16 

' '  Payment  on  Note ' ' 

Harry  B.  Carpenter 

5/23/44 

3,333.33 

"Note  Acct." 

M.  A.  McDonnell 

3,333.34 

"Note  Acct." 

Wm.  H.  Simon 

1,667.17 

"Note  Acct." 

Mike  Lyman 

1,667.17 

"Note  Acct." 

Harry  B.  Carpenter 

3/23/45 

1,666M 

"Bal.  onNote" 

M.  A.  McDonnell 

1,666.66 

"Bal.  onNote" 

Wm.  H.  Simon 

833.34 

"Bal.  on  Note" 

Mike  Lyman 

833.34 

"Bal.  onNote" 

15.  There  are  attached  hereto  as  Exhibit  Nos. 
8-H,  9-1  and  10-J,  respectively,  Corporation  Income 
and  Declared  Value  Excess-Profits  Tax  Returns 
filed  by  the  Petitioner  for  the  calendar  years  1941, 
1942  and  1943. 

16.  The  stockholders  of  Petitioner,  or  some  of 
them,  have  entered  into  similar  transactions  whercdii 
they  advanced  [300]  money  to  other  corporations 
for  a  portion  of  which  they  received  capital  stock 
thereof  and  for  the  balance  of  which  they  received 
documents  designated  ''Promissory  Notes".  A  list 
of  such  similar  transactions  is  set  out  below: 
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In  two  of  the  above  listed  corporations,  the  notes 
were  not  in  proportion  to  the  investments  made  for 
capital  stock.    Details  are  as  follows:  [302] 

Name  Percent  of  Notes         Percent  of  Stock 

Sunset  Sandwiches,  Inc. 

H.  L.  Scrivener 25  16.67 

C.  W.  Scrivener  25  16.67 

H.  B.  Carpenter 25  16.67 

H.  B.  Carpenter,  Jr 16.67 

M.  A.  McDonnell  8.33  11.11 

B.  W.  Hulsman 8.33  11.11 

Wm.  H.  Simon  4.17  5.55 

Mike  Lyman  4.17  5.55 

Carleton's,  Inc. 

M.  A.  McDonnell  50  26.07 

B.  W.  Hulsman 50  26.07 

B.  Carleton  47.85 

In  all  other  of  the  above  listed  corporations,  the 
notes  were  in  proportion  to  stockholdings. 

17.  In  all  of  the  above  corporations,  with  the 
exception  of  Carleton's,  Inc.,  the  Commissioner  of 
Internal  Revenue  has  refused  to  recognize  the  docu- 
ments designated  promissory  notes  as  bona  fide 
loans  of  money  by  the  stockholders  to  the  corpora- 
tions, but  has  treated  the  amounts  represented  by 
the  notes  as  investments  in  the  businesses.  Appeals 
are  now  pending  before  this  Court  from  the  afore- 
said action  of  the  Commissioner  in  Simon's  Plorat, 
Inc.,  Docket  No.  15309;  Simon's  Five  Points,  Inc., 
Docket  No.  15305;  Simon's  [303]  Washington,  Inc., 
Docket  No.  15306;  Simon's  Beverly,  Inc.,  Docket 
No.  15308;  Carsim's,  Inc.,  Docket  No.  15307;  and 
Sunset  Sandwiches,  Inc.,  Docket  No.  10637.  In 
F  &  LB  Corporation  and  M  &  S  Foods,  Inc.,  30  day 
letters  have  been  issued,  and  90  day  letters  will 
soon  be  issued. 
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18.  Nothing  in  paragraph  16  above  should  be 
construed  as  an  admission  on  the  part  of  respond- 
ent that  the  documents  designated  promissory  notes 
were  in  fact  loans  to  the  corporations,  it  being 
respondent's  contention  as  aforesaid  that  the 
amounts  represented  by  said  notes  are  in  fact  in- 
vestments in  the  businesses. 

/s/  MARTIN  H.  WEBSTER, 
Counsel  for  Petitioner. 

/s/  CHARLES  OLIPHANT, 
Chief,  Counsel,  Bureau  of  Internal  Revenue,  Coun- 
sel for  Respondent.  [304] 

EXHIBIT  No.  1-A 

LEASE 

This  lease,  made  and  entered  into  this  26th  day 
of  April,  1941,  by  and  between  Robert  Ashley  Pet- 
tey  and  Julia  Fay  Pettey,  Trustees  of  the  Estate 
of  Mary  Emma  Pettey,  Deceased,  hereinafter  called 
lessors;  and  William  H.  Simon,  hereinafter  called 
lessee ; 

Witnesseth : 

That,  in  consideration  of  the  payment  of  rents 
and  performance  of  the  other  covenants  and  agree- 
ments herein  provided  to  be  kept  and  performed 
by  the  lessee,  and  on  condition  that  the  rents  herein 
provided  shall  be  paid  when  due,  and  that  each  and 
all  of  the  covenants  and  agreements  herein  pro- 
vided shall  be  duly  and  fully  performed  by  the 
lessee,  the  lessors  have  leased,  demised,  and  let,  and 
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Exhibit  No.  1- A— (Continued) 

by  these  presents  do  lease,  demise,  and  let,  unto 
the  lessee  those  certain  premises  situated  in  the 
City  of  Los  Angeles,  County  of  Los  Angeles,  State 
of  California,  more  particularly  described  as  fol- 
lows : 

Lots  1  and  2  in  Block  H  of  Westminster 
Place,  as  per  map  thereof  recorded  in  the  office 
of  the  County  Recorder  of  the  County  of  Los 
Angeles,  State  of  California,  in  Book  9,  Pace 
61  of  Maps; 

together  with  all  the  rights,  easements,  and  appur- 
tenances to  the  real  property  belonging  and  apper- 
taining and  usually  had  and  enjoyed  therewith: 
and  all  upon  and  subject,  however,  to  the  terms, 
conditions,  exceptions,  reservations,  r  estricti  ons, 
and  provisions  herein  contained  or  mentioned; 

To  have  and  to  hold  the  same  unto  the  lessee  for 
the  term  herein  sDecified,  and  upon  the  terms,  con- 
ditions, provisions,  and  covenants,  and  subject 
thereto  as  in  this  entire  lease  set  forth,  contained, 
and  mentioned.  [305] 

Lessors  hereby  represent  and  warrant  that  they 
are  the  legal  owners  of  said  real  property  herein 
demised.  Lessors  further  covenant  with  lessee  that 
the  herein-demised  land  is  not  zoned  or  restricted 
against  the  uses  for  which  the  said  land  is  hereby 
demised,  and  lessors  further  covenant  with  the 
lessee  that  the  said  demised  premises  may  be  used 
by  the  lessee  for  the  purposes  herein  set  forth. 
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Exhibit  No.  1- A— (Continued) 

I. 

TERM 

The  term  of  this  lease  shall  be  for  a  period  of 
fifteen  (15)  years,  commencing  on  the  30th  day  of 
April,  1941,  and  ending  on  the  29th  day  of  April, 
1956. 

II. 

CONSTRUCTION  OF  BUILDING 

It  is  hereby  agreed,  by  and  between  lessors  and 
lessee,  that  upon  the  delivery  of  possession  of  the 
above-demised  premises  to  lessee  as  hereinbefore 
provided,  lessee  shall  commence  the  prparation  of 
plans  and  specifications  for  the  said  proposed  res- 
taurant building,  and  thereafter  diligently  prose- 
cute the  work  of  constructing  said  building  so  that 
a  late-model  drive-in  restaurant  building  will  be 
erected  on  the  demised  premises  within  approxi- 
mately 120  days  after  possession  of  said  premises 
has  been  delivered  to  lessee.  The  plans  and  speci- 
fications for  said  building  shall  be  approved  in 
writing  by  both  lessors  and  lessee,  and  may.  at  the 
option  of  lessee,  provide  for  the  erection  of  a  cock- 
tail bar. 

The  lessee  shall  bear  the  entire  cost  of  construct- 
ing said  building  and  equipping  and  furnishing  tlu^ 
same.  The  said  total  cost  of  the  entire  work  of 
improvement,  including  the  [306]  equipment  and 
fixtures  installed  in  said  building,  shall  be  not  l(»ss 
thnn  $30,000.00. 


i 
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The  time  within  which  it  is  contemplated  that 
the  drive-in  restaurant  building  will  be  erected, 
to-wit,  120  days,  shall  be  extended  or  such  period 
of  delay  as  may  be  caused  by  strikes,  lockouts,  acts 
of  God,  or  other  conditions  beyond  the  control  of 
lessee. 

III. 

RENTAL 

(a)  Lessee  agrees  to  pay  as  rental  for  said 
demised  premises  during  the  entire  period  of  this 
lease  an  amount  equal  to  six  per  cent  (6%)  of  the 
total  gross  sales  made  in  connection  with  the  busi- 
ness conducted  in,  on,  or  from  the  demised  prem- 
ises as  hereinafter  more  particularly  defined,  which 
said  payments  shall  be  hereinafter  referred  to  as 
^^percentage  rental";  provided,  however,  that  lessee 
agrees  (subject  to  the  abatement  provision  herein- 
after contained)  that  said  rental  shall  not  be  less 
than  Seven  Hundred  Dollars  ($700.00)  each  month 
during  the  term  of  this  lease.  Said  minimum 
monthly  rental  payments  of  Seven  Hundred  Dol- 
lars ($700.00)  per  month  are  hereinafter  referred 
to  as  ^^ guaranteed  minimum  monthly  rentals". 

In  addition  to  said  guaranteed  minimiun  monthly 
rentals  lessee  agrees  to  pay  the  amount  of  taxes 
and  assessments  hereinafter  referred  to  and  pro- 
vided for  in  articles  XV  and  XAT  hereof. 

(b)  Said  guaranteed  minimum  monthly  rental 
of  Seven  Hundred  Dollars  ($700.00)  each  month 
shall  be  payable  monthly  in  advance  on  the  first 


268        Wilshire  &  Western  Sandwiches,  Inc, 

Exhibit  No.  1- A— (Continued) 

day  of  each  and  every  calendar  month  of  the  term 
of  this  lease  after  the  end  of  the  abatement  period 
hereinafter  provided  for;  provided,  however,  that, 
in  [307]  the  event  the  day  for  the  commencement 
of  said  guaranteed  minimum  monthly  rental  shall 
be  a  day  other  than  the  first  day  of  a  calendar 
month,  then  the  first  installment  of  guaranteed 
minimum  monthly  rental  shall  be  equal  in  amount 
to  that  portion  of  Seven  Hundred  Dollars  ($700.00) 
as  the  number  of  remaining  days  in  said  month 
bears  to  the  total  number  of  days  in  said  month, 
and  thereafter  the  full  guaranteed  minimum 
monthly  rental  installments  shall  be  paid  on  the 
first  day  of  each  calendar  month  of  the  remainder 
of  the  term  of  said  lease. 

In  addition  to  guaranteed  minimum  monthly 
rentals,  lessee  hereby  covenants  and  agrees  to  pay 
as  rental,  in  the  manner  provided  for  in  Article 
XIV  hereof,  the  amount  by  which  the  percentage 
rental  exceeds  the  guaranteed  minimum  monthly 
rental  required  to  be  paid  hereunder.  The  percent- 
age rental  shall  be  computed  monthly,  and  pay- 
ment of  the  excess  over  the  minimum  guaranty 
shall  be  made  in  the  manner  provided  for  herein- 
after in  Article  XVI. 

IV. 

GROSS  SALES 

The  term  ^^gross  sales"  as  used  herein  shall  mean 
and  include  the  full  value  received  by  lessee,  and 
by  any  assignee,  sub-lessee,   or  licensee  of  lessee, 
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from  all  transactions,  including  all  sales,  trades, 
exchanges,  and  transfers  of  merchandise  of  any 
kind,  made  upon  or  from  the  demised  premises  or 
in  connection  with  any  business  carried  on  upon 
the  demised  premises,  whether  such  merchandise 
be  prepared  or  consumed  upon  the  demised  prem- 
ises or  otherwise,  and  whether  such  transactions 
be  at  wholesale  or  retail  or  for  cash  or  on  credit, 
and  in  case  of  sales  made  on  credit,  whether  pay- 
ment therefor  is  actually  made  or  not.  [308] 

The  term  ^^ gross  sales''  shall  include  all  the  net 
revenue  received  by  lessee  from  sales  or  transac- 
tions from  all  vending  machines  upon  the  demised 
premises  which  are  not  owned  by  lessee,  and  all 
the  gross  revenue  from  all  vending  machines  upon 
the  demised  premises  which  are  owmed  by  lessee. 

The  term  ^' gross  sales"  shall  include  the  value 
received  from  all  such  transactions  as  aforesaid 
which  result  from  orders  or  offers  received  in  con- 
nection with  the  business  carried  on  upon  the 
demised  premises,  regardless  of  where  such  orders 
or  offers  may  be  fulfilled. 

The  term  ^^ gross  sales"  shall  not  include  any 
value  received  by  lessee  from  the  sale  of  used 
grease  and  used  potato  sacks,  both  of  which  are 
mere  by-products  of  the  operation  of  lessee's 
business. 

The  term  ^^ gross  sales"  as  used  herein  shall  also 
include  the  total  gross  income  received  by  lessee 
from  signs,  displays,  advertising,  or  any  other 
activity  conducted  on  or  about  the  demised  prem- 
ises. 


270        Wilshire  &  Western  Sandiviches,  Inc, 

Exhibit  No.  1- A— (Continued) 

Notwithstanding  the  foregoing  provisions,  in  the 
computation  of  ^^  gross  sales  ^'  there  shall  be  ex- 
cluded the  amount  of  any  sales  tax  paid  by  lessee 
to  the  State  of  California,  the  City  of  Los  Angeles, 
County  of  Los  Angeles,  or  the  United  States  Gov- 
ernment in  respect  to  transactions  which  are  in- 
cluded in  the  term  *^ gross  sales",  whether  or  not 
the  amount  of  such  tax  is  collected  as  a  separate 
item  by  the  lessee  from  his  customers. 

V. 

ABATEMENT   OF  RENTALS 

Anything  in  this  lease  to  the  contrary  notwith- 
standing, the  guaranteed  minimum  monthly  rental 
due  and  payable  pursuant  to  the  provisions  of  this 
lease  shall  abate  during  [309]  the  period  of  the 
planning  and  construction  of  said  building;  pro- 
vided, however,  that  said  period  of  abatement  shall 
not  exceed  five  months  from  the  date  of  the  execu- 
tion of  this  lease;  and  during  the  said  period  of 
abatement  the  following  rentals  shall  be  due  and 
payable  in  lieu  of  said  guaranteed  minimum 
monthly  rentals: 

(1)  For  the  first  and  second  months  of  the 
term  of  this  lease  no  rent  shall  be  due  and 
payable ; 

(2)  For  the  next  three  months  of  the  term 
of  this  lease  the  siun  of  Five  Hundred  Dollars 
($500.00)  per  month  shall  be  due  and  payable; 

at  ihe  time  provided  for  the  payment  of  the  guar- 
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anteed  minimum  monthly  rental  which  is  abated 
pursuant  to  the  provisions  of  this  paragraph. 


*  *  *  * 


VII. 
USE  OF  PREMISES 

(a)  The  herein-demised  premises  shall  be  used 
by  lessee  solely  and  exclusively  under  the  name 
^'Carpenter's",  for  the  purpose  of  carrying  on  a 
drive-in  restaurant,  cafe,  and,  at  the  option  of 
lessee,  a  cocktail  lounge,  and  for  the  sale  and  con- 
sumption of  food,  drinks,  and  all  other  articles  of 
merchandise  usually  vended  or  sold  from  such 
establishments,  and  which  are  customarily  sold  in 
establishments  of  this  character  by  the  operators 
thereof  in  the  City  of  Los  Angeles,  County  of  Los 
Angeles,  State  of  California. 

(b)  The  lessee  expressly  covenants  and  agrees 
that  he  will  at  all  times  maintain  and  conduct  his 
business  in  a  lawful  manner,  and  in  strict  compli- 
ance and  observance  of  all  governmental  rules, 
regulations,  ordinances,  or  laws,  and  in  strict  com- 
pliance with  all  of  the  restrictions  required  to  be 
observed  by  lessors  upon  the  herein-demised  prop- 
erty. In  any  [310]  isolated  instance  of  a  failure  of 
the  lessee  to  comply  with,  fulfill,  and  observe  any 
governmental  rule,  regulation,  ordinance,  or  law, 
and  such  failure  be  brought  to  the  attention  of 
lessee,  and  lessee  immediately  remedy  and  rectify 
his  failure  in  such  respect,  such  original  failure 
shall  not  constitute  a  breach  on  the  part  of  lessee 
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of  his  covenants  and  agreements  under  this  lease. 
(c)  Lessee  hereby  agrees,  during  the  term  of 
tliis  lease,  to  operate  and  keep  said  business  and 
said  business  establishment  open  during  the  usiuil 
business  hours  of  each  business  day  as  may  be  cus- 
tomary in  drive-in  restaurants  in  the  City  of  Los 
Angeles  operating  a  business  comparable  to  that 
permitted  to  be  conducted  by  lessee  hereunder. 
Lessee  further  agrees  to  conduct  and  carry  on  his 
business  on  the  demised  premises  in  accordance 
with  the  present  method  of  conducting  the  drive-in 
restaurant  establishments  operated  in  the  City  of 
Los  Angeles,  State  of  California,  under  the  name 
of  *' Carpenter's". 

■3f     *     *     * 

IX. 

UPKEEP  AND  REPAIRS 

The  lessee  hereby  covenants  and  agrees,  at  his 
own  expense,  to  keep  the  said  demised  premises, 
th  building,  improvements,  equipment,  grounds, 
landscaping,  and  all  parts  thereof,  and  all  lighting, 
glass,  and  fixtures  in  and  upon  the  same,  from  and 
after  the  erection  of  the  improvement  herein  con- 
templated, in  good  order,  repair,  and  condition, 
externally  and  internally,  as  the  same  then  are  at 
the  beginning  of  this  lease,  reasonable  wear  and 
tear  and  damages  by  fire,  earthquake,  tornado,  or 
other  unavoidable  casualty  only  excepted;  and  it 
is  expressly  understood  and  agreed  that  lessors 
shall  not  be  [311]  under  any  obligation  or  expense 
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to  make  any  repairs  upon  the  demised  premises,  or 
any  of  the  improvements  thereon,  or  to  replace  or 
repair  or  to  maintain  any  of  the  furniture,  furnish- 
ings, equipment,  or  fixtures,  but  lessee  alone  shall 
be  responsible  therefor.  If  lessee  fails  to  comply 
with  this  provision,  lessors  at  their  option  may 
make  such  repairs  and  lessee  shall  repay  lessors 
for  such  expenditures  upon  demand. 

X. 

FIRE  INSURANCE 

Lessee  hereby  covenants  and  agrees  to  keep  in- 
sured against  loss  or  damage  by  fire  during  the 
term  of  this  lease  any  and  all  buildings  or  improve- 
ments that  may  be  built  upon  or  placed  upon  said 
premises,  in  a  good  and  responsible  company  or 
companies  doing  business  in  the  State  of  Califor- 
nia, to  an  amount  not  less  than  eighty  per  cent 
(80%)  of  the  value  of  said  building  or  buildings, 
provided  insurance  in  responsible  companies  doing 
business  in  the  State  of  California  can  be  obtained 
in  that  percentage,  and,  if  not,  then  to  the  highest 
percentage  that  can  be  obtained  less  than  the  eighty 
per  cent  (80%). 

Proceeds  from  any  policy  or  policies  shall  be 
payable  to  both  the  lessors  and  the  lessee  as  their 
interests  may  appear,  and  shall  be  used  by  them 
in  trust  for  the  uses  and  purposes  herein  after 
mentioned. 

The  original  policies  may  be  retained  by  the 
lessee,  but  the  lessors  shall  have  the  right  to  inspect 
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any  and  all  policies  of  fire  insurance  in  the  pos- 
session of  the  lessee  in  which  the  demised  premises 
or  the  lessors  are  included,  and  the  lessee,  on  de- 
mand, will  furnish  the  lessors  proof  of  payment  of 
the  premium  on  any  such  policies. 

If  at  any  time  or  times  the  lessee  shall  fail  or 
[312]  neglect  to  insure  any  of  the  premises  or  to 
cause  the  same  to  be  insured  as  required  by  the 
provisions  of  this  lease,  then  the  lessors  shall  ob- 
tain such  insurance  in  lessors'  name  or  as  the  agent 
of  the  lessee  in  insurance  companies  satisfactory 
to  said  lessors.  The  amount  of  any  premiums  paid 
for  such  insurance  obtained  by  the  lessors  as  herein 
j)rovided  shall  be  forthwith  due  and  payable  from 
the  lessee,  with  interest  thereon  at  the  rate  of  6% 
per  annum  computed  from  the  date  of  such  pay- 
ment. 

XI. 

DESTRUCTION  OF  BUILDING 

The  lessee  hereby  agrees  that,  in  the  event  the 
premises  shall  be  damaged  or  destroyed  in  whole 
or*  in  part  by  fire,  the  elements,  acts  of  God,  other 
casualty  or  happening,  and  as  often  as  the  same 
shall  occur,  this  lease  and  the  term  hereof  shall  ])e 
unaffected,  except  as  to  the  abatement  of  rent  here- 
inafter provided  for,  and  shall  continue  in  full 
force  and  effect,  except  that,  if  the  premises  shall 
loe  substantially  destroyed  during  the  last  three 
years  of  the  term  of  this  lease,  lessee  shall  have* 
the  oi)tion  and  privilege  of  cancelling  and  terini- 
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nating  this  lease  upon  giving  notice  to  the  lessors 
of  such  election  within  thirty  days  after  the  hap- 
pening of  any  of  the  events  aforesaid;  and  upon 
the  giving  of  such  notice  this  lease  and  the  term 
hereof  shall  cease,  terminate,  and  come  to  an  end 
on  the  date  specified  in  such  notice  therefor,  which 
date  shall  be  not  sooner  than  twenty  days  after 
such  notice  is  given;  and  both  parties  shall  be  and 
they  are  hereby  released  from  and  relieved  of  any 
and  all  liability  and  obligation  hereunder  which 
shall  accrue  after  such  date  of  termination. 

The  lessee  hereby  agrees,  upon  the  happening  of 
any  of  the  events  aforesaid,  subject,  however,  to 
the  lessee's  [313]  right  of  cancellation  during  the 
last  three  years  of  the  term,  to  put  the  demised 
premises  in  as  good  order  and  condition  as  the 
same  were  in  immediately  preceding  the  happening 
of  any  of  the  events  aforesaid,  or  to  rebuild  the 
same  or  construct  a  new  building,  as  the  case  may 
reasonably  require,  with  due  diligence,  delays  oc- 
casioned by  strikes,  lock-outs,  and  other  matters 
beyond  the  lessee's  control  or  that  of  his  contractors 
and  materialmen,  and  delays  reasonably  occasioned 
in  the  settlement  and  adjustment  of  losses  with 
insurance  companies  excepted. 

If  insurance  moneys  will  be  available  for  such 
losses  as  may  have  occurred,  lessee  shall  have  the 
right  to  adjust  all  of  such  losses  without  the  con- 
sent or  approval  of  the  lessors,  if  the  lessee  so 
desires,  and  lessors  will  execute  and  deliver  re- 
ceipts or  releases  therefor  as  may  be  required  by 
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the  insurance  companies;  except  that  lessee  will 
notify  the  lessors  as  to  the  amount  of  the  adjust- 
ment on  request;  and  the  proceeds  from  the  poli- 
cies shall  be  paid  to  the  lessee  if  the  lessee  does 
not  elect  to  terminate  this  lease  as  hereinabove  pro- 
vided. If  the  lessee  should  terminate  this  lease 
as  hereinabove  provided,  the  lessors  shall  have  the 
right  to  adjust  all  of  such  losses  with  the  insur- 
ance companies  without  the  consent  or  approval 
of  the  lessee,  and  shall  be  entitled  to  retain  all  of 
the  proceeds  of  said  insurance. 

In  the  event  business  cannot  be  carried  on  on 
said  demised  premises  by  reason  of  the  happening 
of  any  of  the  foregoing  events,  then  the  rentals 
due  under  the  terms  and  provisions  of  this  lease 
shall  abate  until  the  premises  are  in  condition  for 
the  resumption  of  business  thereon;  provided,  how- 
ev(»r,  that  such  period  of  abatement  shall  not  in 

any  event  exceed  a  period  of  four  months.  [314] 
*  *  *  * 

XIII. 

COVENANTS  AGAINST  LIENS 

Lessee  expressly  covenants  and  agrees  that  he 
will  not,  during  the  term  hereof,  suffer  or  permit 
any  lien  to  be  attached  to  or  upon  said  premises, 
or  any  portion  thereof,  by  reason  of  any  act  or 
omission  on  the  part  of  lessee,  and  hereby  ex- 
])r(Nsly  agrees  to  save  and  hold  harmless  th(^  lessors 
njid  tli(Mr  property  from  or  against  any  such  lien 
or  claim  of  lien. 
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In  the  event  any  such  lien  does  attach  or  any 
claim  of  lien  is  made  against  said  demised  prem- 
ises which  may  be  occasioned  by  any  act  or  omis- 
sion upon  the  part  of  lessee,  and  shall  not  be  re- 
leased within  five  (5)  days,  lessors,  in  their  sole 
discretion,  may  pay  and  discharge  the  same  and 
relieve  the  said  demised  premises  from  any  such 
lien,  and  lessee  agrees  to  repay  and  reimburse 
lessors  for  or  on  account  of  any  expenses  which 
may  be  incurred  by  lessors  in  discharging  such 
lien  or  claims,  or  lessors  may  treat  said  default 
on  the  part  of  lessee  as  a  breach  of  this  lease,  for 
which  lessors  shall  be  entitled  to  exercise  and  have 
any  and  all  rights  given  to  them  in  case  of  default 
under   this   lease   or  under  any  provision   of  law 

relating  thereto. 
*  *  *  * 

XIX. 

TERMINATION  ON  ACCOUNT  OF 
INSOLVENCY  OR  RECEIVERSHIP 

If  any  adjudication  of  bankruptcy  or  insolvency 
be  made  or  rendered  against  lessee,  or  if  a  receiver 
of  the  business  or  assets  of  lessee  should  be  ap- 
pointed, or  in  the  event  of  any  attachment  or  exe- 
cution being  levied  on  the  business  or  assets  of 
lessee,  and  such  attachment  and/or  execution  is 
not  removed  within  fifteen  (15)  days,  or  in  the 
event  of  any  sale  or  [315]  attempted  sale  of  the 
leasehold  interest  hereby  created,  under  or  by  vir- 
tue of  any  execution  or  other  legal  or  judicial  order 
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or  authority,  the  lessors  may,  at  their  option,  with 
or  without  terminating  this  lease,  enter  and  remove 
the  lessee  and  all  of  the  lessee's  property  from  said 
demised  premises,  and  no  person,  firm,  or  corpora- 
tion shall  have  any  right  to  use,  possess,  or  occupy 
said  demised  premises  or  any  part  thereof  under 
or  by  virtue  of  any  matters  or  things  herein  in 
this  paragraph  set  forth,  without  the  written  con- 
sent of  lessors  first  had  and  obtained;  provided, 
however,  that  neither  the  happening  of  any  of  the 
contingencies  mentioned  in  this  article  nor  the  en- 
try or  re-entry  of  lessors  nor  the  removal  by  lessors 
of  lessee's  property  (in  the  happening  of  any  such 
contingencies)  shall  constitute  an  election  upon 
the  part  of  lessors  to  terminate  this  lease,  unless 
written  notice  to  that  effect  is  given  by  lessors  to 
lessee,  but  in  any  event  the  happening  of  any  such 
event  shall  constitute  a  default  under  this  lease  for 
which  lessors  shall  have  the  same  rights  and  reme- 
dies as  provided  in  the  case  of  any  other  default 
hereunder,  or  by  any  law  relating  thereto. 

XX. 

DEFAULT 

In  the  event  of  default  at  any  time  by  lessee  in 
the  payment  of  the  rent  herein  j^rovided  for,  for 
more  than  twenty  (20)  days,  or  in  the  performance 
of  any  other  of  his  agreements  herein  contained, 
or  if  lessee  vacate  or  abandon  the  demised  prem- 
ises for  a  period  of  ten  (10)  days,  then  in  any  or 
either  of  such  events  it  shall  be  lawful  for  lessors, 
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after  three  (3)  days'  notice  in  writing  to  lessee 
of  such  default,  to  declare  said  demised  term  ended 
and  to  re-enter  the  premises  or  any  part  thereof 
either  with  or  without  process  of  law,  lessee  hereby 
waiving  notice  of  any  kind  or  any  demand  for  pos- 
session of  the  demised  premises,  or  [316]  for  the 
payment  of  rent;  or  lessors  at  their  option,  and 
without  declaring  the  lease  ended,  may  re-enter 
the  premises  and  occupy  or  lease  the  whole  or  any 
part  thereof  for  and  on  account  of  lessee  and  on 
such  terms  and  conditions  and  for  such  rent  as 
lessors  may  with  reasonable  diligence  be  able  to 
secure,  and  may  collect  said  rent  or  any  other  rent 
that  may  thereafter  become  payable  and  apply  the 
same  toward  the  amount  due  or  thereafter  to  be- 
come due  from  lessee  and  on  account  of  the  ex- 
penses of  such  sub-letting  and  any  and  all  other 
damages  sustained  by  lessors.  Should  such  rental 
be  less  than  that  herein  agreed  to  be  paid  by  lessee, 
lessee  agrees  to  pay  such  deficiency  to  lessors,  in 
advance,  on  the  first  day  of  each  month  hereinbe- 
fore specified  for  payment  of  rental,  and  to  pay 
to  lessors,  forthwith  upon  any  such  re-letting,  the 
costs  and  expenses  lessors  may  incur  by  reason 
thereof. 

Lessors  may  execute  any  such  lease,  either  in 
their  own  names  or  in  the  name  of  lessee,  as  lessors 
may  see  fit,  and  the  sub-tenant  therein  named  shall 
be  under  no  obligation  whatsoever  to  see  to  the 
application  by  the  lessors  of  any  rent  collected  by 
lessors  from  such  sub-tenant,  nor  shall  lessee  have 
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any  right  or  authority  whatever  to  collect  any  rent 
whatever  from  such  sub-tenant. 

Lessors  shall  not  be  deemed  to  have  terminated 
this  lease  or  the  liability  of  lessee  to  pay  the  rent 
thereafter  to  accrue,  or  his  liability  for  damages, 
by  any  such  re-entry  or  by  any  action  in  unlawful 
detainer  or  otherwise,  unless  lessors  notify  lessee 
in  writing  that  they  have  elected  to  terminate  this 
lease;  and  lessee  further  covenants  that  the  serv- 
ice by  lessors  of  any  notice  pursuant  to  the  unlaw- 
ful detainer  statutes  of  the  State  of  California 
and  the  surrender  of  possession  by  lessee  pursuant 
to  such  notice  shall  not  (unless  lessors  elect  to  the 
contrary  at  the  time  [317]  of  or  at  any  time  sub- 
sequent to  the  service  of  such  notice)  be  deemed 
to  be  a  termination  of  this  lease. 

Nothing  herein  contained  shall  be  construed  as 
obligating  lessors  to  sub-lease  the  whole  or  any 
part  of  the  demised  premises. 

In  the  event  of  any  entry  and  taking  possession 
of  the  demised  premises  as  aforesaid,  lessors  shall 
have  the  right  but  not  the  obligation  to  remove 
therefrom  all  or  any  personal  property  located 
therein  and  may  place  the  same  in  storage  at  a 
public  warehouse  at  the  expense  and  risk  of  the 
owner  or  owners  thereof. 

It  is  further  agreed  by  the  parties  hereto  that 
after  the  service  of  notice  or  the  commencement 
of  a  suit  or  after  final  judgment  for  the  possession 
of  said  premises  the  lessors  may  receive  and  collect 
any  rent  due,  and  the  payment  of  said  rent  shall 
not  waive  said  notice,  said  suit,  or  said  judgment. 
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ASSIGNMENT  AND  SUB-LETTING 

Except  as  hereinafter  provided,  lessee  shall  not 
assign  this  lease  or  sub-let  the  whole  or  any  part 
of  the  demised  premises,  or  permit  any  other  per- 
son, either  jointly  with  the  lessee  or  otherwise,  to 
occupy  the  premises  or  any  part  thereof,  without 
first  obtaining  on  each  occasion  the  written  consent 
of  lessor;  and  said  lessee  shall  not  sub-let  the  whole 
or  any  part  of  said  demised  premises,  or  permit 
any  other  person,  either  jointly  with  said  lessee  or 
otherwise,  to  occupy  said  premises  or  any  part 
thereof  without  such  written  consent;  and  neither 
acceptance  of  rent  by  lessors  from  lessee  or  from 
any  other  person  thereafter,  nor  the  failure  on  the 
part  of  lessors  for  any  particular  period  to  take 
action  on  account  of  svich  breach  or  to  enforce  their 
rights,  shall  be  deemed  a  waiver  of  the  breach,  but 
the  same  shall  be  a  continuing  breach  as  long  as 
such  sub-tenancy,  assignment,  or  occupancy  con- 
tinues   [318] 

Lessors  understand  that  it  is  the  purpose  of  lessee 
to  transfer  the  leasehold  estate  created  by  this 
lease  to  a  corporation  hereafter  to  be  formed  by 
lessee  and  other  parties,  and  lessors  hereby  consent 
to  the  assignment  of  this  lease  to  such  corporation, 
provided  that  such  corporation  shall  in  writing 
assume  and  agree  to  perform  each,  every,  and  all 
of  the  terms,  conditions,  and  covenants  contained 
in  this  lease  and  to  be  performed  by  lessee  herein, 
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and  shall  have  sufficient  assets  or  credit  to  enable^ 
it  to  erect  the  building  as  provided  for  herein. 
Upon  the  delivery  of  such  written  agreement  of 
assumption  by  the  new  corporation,  the  lessee 
herein  shall  be  released  from  all  liability  in  con- 
nection with  this  lease,  except  any  liability  that 
shall  devolve  upon  said  lessee  in  his  capacity  as  a 
stockholder    or    director    of    such    corporation,    or 

shall  have  accrued  prior  to  such  transfer. 

*  *  *  * 

XXV. 

LESSEE'S  RIGHT  TO  TERMINATE 

(a)  If  it  becomes  unlawful  to  maintain  or  op- 
erate a  restaurant  upon  the  demised  premises, 
lessee  may  terminate  this  lease  by  w^ritten  notice 
given  to  lessors  promptly  upon  the  establishment 
of  that  fact. 

(b)  If  at  any  time  the  flow  of  vehicular  traffic 
past  the  demised  premises  shall  be  substantially 
and  permanently  diminished  as  the  direct  result 
of  the  construction  in  the  vicinity  of  the  demised 
premises  of  any  free-way  or  divided  highway,  or 
the  permanent  re-location,  improvement,  closing,  or 
abandonment  of  Wilshire  Boulevard  or  Western 
Avenue  where  the  same  front  the  demised  prem- 
ises, or  the  construction  of  any  underpass,  over- 
pass, by-pass,  tunnel,  or  subway  at  these  points, 
except  a  pedestrian  underpass  or  tunnel  or  tunnels, 
such  as  present  school  tunnels,  [319]  then  lessee 
shall  have  the  right  to  terminate  this  lease  by  thirty 
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days'  written  notice  given  to  lessors  promptly  upon 
the  establishment  of  that  fact. 

The  foregoing  option  shall  be  available  to  lessee 
only  if  not  in  default  hereunder. 

Upon  the  termination  of  this  lease  as  provided 
in  this  Paragraph  (b),  the  ownership  of  the  build- 
ing constructed  on  said  premises  shall  vest  in  the 
lessee,  who  shall  be  entitled  to  remove  the  same 
from  the  demised  premises.  If  the  same  is  not 
removed  within  thirty  days  after  the  termination  of 
this  lease,  then  and  in  that  event  title  to  said  build- 
ing shall  revert  to  lessors  herein. 

XXVI. 

LESSORS'  RIGHT  TO  TERMINATE 

Lessors  shall  have  the  right  at  any  time  during 
the  last  five  years  of  the  term  of  this  lease  of  ter- 
minating the  same  upon  thirty  days'  written  notice 
to  lessee  of  their  election  to  terminate  the  lease 
and  upon  payment  by  lessors  to  lessee  of  the  sum 
of  Twenty-five  Thousand  Dollars  ($25,000.00)  in 
cash,  which  said  sum  shall  be  payable  at  the  time 
said  notice  of  termination  is  served  upon  lessee. 

XXVII. 

OWNERSHIP  OF  BUILDING  UPON 
TERMINATION  OP  LEASE 

Upon  termination  of  this  lease  by  reason  of  the 
expiration  of  the  term  hereof  or  by  reason  of  the 
exercise  of  lessors'  right  to  terminate  as  herein 
provided  in  Paragraph  XXVI,   or  by  any  other 
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reason,  title  to  the  building  erected  on  said  prop- 
erty shall  revert  and  belong  to  lessee,  provided  the 
lessee,  at  the  time  of  such  termination,  is  not  in 
default  in  the  [320]  performance  of  any  of  the  con- 
ditions, covenants,  and  provisions  of  this  lease. 

■X-      ^      *      -Jf 

XXXI. 

HEIRS  AND  ASSIGNS 

The  covenants  and  conditions  herein  contained 
shall,  subject  to  the  provisions  as  to  assignment, 
apply  to  and  bind  the  heirs,  successors,  executors, 
administrators,  and  assigns  of  all  the  parties  hereto ; 
and  all  the  parties  hereto  shall  be  jointly  and  sev- 
erally liable  hereunder. 
*  *  *  * 

In  Witness  Whereof,  the  parties  hereto  have 
hereunto  set  their  hands  and  seals,  all  as  of  the 
day  and  year  first  above  written. 

/s/  ROBERT  ASHLEY  PETTEY, 

/s/  JULIA  FAY  PETTEY, 
Trustees   of   the   Estate    of   Mary   Emma   Pettey, 
Deceased, 

Lessors. 

/s/  WILLIAM  H.  SIMON, 
Lessee.  [321] 
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State  of  California, 
County  of  Los  Angeles — ss. 

On  this  30th  day  of  April,  1941,  before  me,  Edith 
W.  Olmstead,  a  Notary  Public  in  and  for  said 
County  and  State,  personally  appeared  Robert 
Ashley  Pettey  and  Julia  Fay  Pettey,  known  to  me 
to  be  the  persons  whose  names  are  subscribed  to 
the  within  instrument  as  Trustees  of  the  Estate  of 
Mary  Emma  Pettey,  Deceased,  and  acknowledged 
to  me  that  they  executed  the  same  as  such  Trustees. 

(Seal)  EDITH  W.  OLMSTEAD, 

Notary  Public  in  and  for  the  County  of  Los  An- 
geles, State  of  California. 

My  Commission  Expires  July  22,  1942. 

State  of  California, 
County  of  Los  Angeles — ss. 

On  this  26th  day  of  April,  1941,  before  me,  Dor- 
othy Block,  a  Notary  Public  in  and  for  said  County 
and  State,  personally  appeared  William  H.  Simon, 
known  to  me  to  be  the  person  whose  name  is  sub- 
scribed to  the  within  instrument,  and  acknowledged 
to  me  that  he  executed  the  same. 

(Seal)  DOROTHY  BLOCK, 

Notary  Public  in  and  for  the  County  of  Los  An- 
geles, State  of  California. 

My  Commission  Expires  December  9,  1941.  [322] 


286        Wilshire  &  Western  Sandwiches,  Inc. 

EXHIBIT  No.  2-B 

SUPPLEMENT  TO  LEASE 

This  agreement,  made  and  entered  into  this  2nd 
day  of  May,  1941,  by  and  between  Robert  Ashley 
Pettey  and  Julia  Fay  Pettey,  Trustees  of  the  Estate 
of  Mary  Emma  Pettey,  Deceased,  hereinafter  called 
lessors;  and  William  H.  Simon,  hereinafter  called 
lessee ; 

Witnesseth : 

Whereas,  the  parties  hereto  have  heretofore  exe- 
cuted that  certain  lease  wherein  and  whereby  lessors 
have  leased  to  lessee  for  a  period  of  fifteen  years 
the  following-described  property,  situated  in  the 
City  of  Los  Angeles,  County  of  Los  Angeles,  State 
of  California: 

Lots  1  and  2  in  Block  H  of  Westminster 
Place,  as  per  map  thereof  recorded  in  the  office 
of  the  County  Recorder  of  the  County  of  Los 
Angeles,  State  of  California,  in  Book  9,  Page 
61  of  Maps; 

and 

Whereas,  said  lease  has  not  been  delivered  and, 
therefore,  is  not  in  full  force  and  effect;  and 

Whereas,  it  is  proposed  to  deliver  said  lease  upon 
the  execution  of  this  supplemental  agreement, 
which  said  supplemental  agreement  shall  become  a 
part  of  and  be  construed  with  that  certain  lease ; 

Now,  therefore,  in  consideration  of  the  payment 
of  rents   and  performance   of  the   covenants   and 
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agreements  contained  in  the  above-mentioned  lease 
and  in  this  supplemental  agreement,  it  is  mutually 
agreed  by  and  between  the  parties  as  follows: 

(1)  It  is  understood  and  agreed  that  the  dimen- 
sions of  the  above-described  demised  premises  are 
approximately  150  feet  x  150  feet. 

(2)  Lessors  agree,  mthin  sixty  days  after  the 
[323]  delivery  of  this  lease,  to  remove  all  build- 
ings and  improvements  from  the  demised  premises 
and  clear  the  same  so  that  lessee  may  commence 
construction  thereon. 

When  said  premises  have  been  cleared  and  are 
ready  for  construction  lessors  shall  notify  lessee  in 
writing;  and  possession  of  said  premises  shall  be 
deemed  to  have  been  delivered  by  lessors  to  lessee 
at  the  time  said  premises  have  been  so  cleared  and 
said  written  notice  delivered  to  lessee. 

(3)  Article  V,  on  Page  5  of  said  lease,  is  hereby 
amended  to  read  as  follows: 

^^  Anything  in  this  lease  to  the  contrary  not- 
withstanding, the  guaranteed  minimiun  month- 
ly rental  due  and  payable  pursuant  to  the  pro- 
visions of  this  lease  shall  abate  during  the  pe- 
riod the  present  improvements  are  being  re- 
moved from  said  premises  and  during  the  i)e- 
riod  of  the  planning  and  construction  of  said 
building;  provided,  however,  that  said  period 
of  abatement  shall  not  exceed  five  months  from 
the  date  possession  of  said  premises  has  been 
delivered  to  lessee  as  herein  provided ;  and  dur- 
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ing   said   period   of   abatement   the    following 
rentals  shall  be  due  and  payable  in  lieu  of  said 
guaranteed  minimum  monthly  rentals: 

^^  (1)  No  rent  shall  be  due  and  payable  dur- 
ing the  period  the  lessors  are  removing  the 
present  buildings  from  the  premises  and  for  a 
period  of  two  months  after  possession  of  the 
premises  has  been  delivered  to  lessee. 

^^  (2)  For  the  third,  fourth,  and  fifth  months 
after  possession  has  been  delivered  to  lessee, 
the  sum  of  Five  Hundred  Dollars  ($500.00) 
per  month  shall  be  due  and  payable.  Receipt 
of  the  rental  for  these  three  months  is  hereby 
acknowledged." 

(4)  Article  XV,  of  Page  14  of  said  lease,  is 
hereby  amended  so  that  the  first  two  lines  of  said 
article  shall  read  as  follows: 

^^  Commencing  with  the  day  on  which  lessee 
starts  to  carry  on  business  on  the  demised 
premises,  or  five  months  after  the  day  posses- 
sion of  the  premises  is  delivered  to  lessee, 
whichever  date  is  the  sooner" 

(5)  Article  XXIII,  on  Page  20  of  said  lease, 
is  hereby  amended  by  the  addition  of  the  follow- 
ing paragraph:   [324] 

^^  After  the  above-mentioned  corporation  has 
been  formed  and  the  restaurant  building  con- 
structed and  erected  on  the  demised  premises, 
and  this  lease  assigned  to  said  corporation, 
lessors  hereby  agree  and  consent  to  said  cor- 
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poration's  sub-letting  to  a  partnership  which 
will  operate  the  restaurant  on  the  demised 
premises;  provided,  however,  that  said  part- 
nership shall  operate  said  restaurant  under  the 
name  of  ^* Carpenter's''  and  conducts  and  car- 
ries on  the  business  on  the  demised  premises 
in  accordance  with  the  present  method  of  con- 
ducting the  drive-in  restaurant  establishments 
operated  in  the  City  of  Los  Angeles,  State  of 
California,  by  Harry  B.  Carpenter." 

In  Witness  Whereof,  the  parties  hereto  have 
hereunto  set  their  hands  and  seals,  all  as  of  the 
day  and  year  first  above  written. 

/s/  ROBERT  ASHLEY  PETTEY, 

/s/  JULIA  FAY  PETTEY, 

Trustees  of  the  Estate  of  Mary 

Emma  Pettey,  Deceased, 
Lessors. 

/s/  WILLIAM  H.  SIMON, 
Lessee.  [325] 

EXHIBIT  No.  3-C 

CONSENT  TO  MEETING  AND  WAIVER  OF 
NOTICE  THEREOF 

We,  the  undersigned,  being  the  persons  named 
as  directors  in  the  Articles  of  Incorporation  of 
Wilshire  and  Western  Sandwiches,  Inc.,  a  corpora- 
tion organized  under  the  laws  of  the  State  of  Cali- 
fornia, do  hereby  consent  to  the  holding  of  the  first 
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meeting  of  the  incorporators  at  Room  307,  649  So. 
Olive  Street,  in  the  City  of  Los  Angeles,  State  of 
California,  on  July  14,  1941,  at  the  hour  of  4:00 
p.m.,  for  the  purpose  of  adopting  by-laws,  electing 
officers,  and  for  the  transaction  of  any  other  busi- 
ness pertaining  to  said  corporation  and  its  affairs 
which  may  come  before  said  meeting;  and  the  un- 
dersigned and  each  of  them  hereby  waive  written 
notice  of  the  time  and  place  of  the  holding  of  said 
meeting. 

Los  Angeles,  California,  July  14,  1941. 

HARRY  B.  CARPENTER, 

M.  A.  McDonnell, 

WM.  H.  SIMON, 
MIKE  LYMAN, 
G.  C.  JOBSON.  [326] 

MINUTES  OF  FIRST  MEETING  OF 
BOARD  OF  DIRECTORS 

Of  Wilshire  and  Western  Sandwiches,  Inc.,  a 
California   Corporation 

The  directors  named  in  the  Articles  of  Incorpor- 
ation of  Wilshire  and  Western  Sandwiches,  Inc., 
a  California  corporation,  held  their  first  meeting  at 
Room  307,  No.  649  So.  Olive  Street,  in  the  City 
of  Los  Angeles,  California,  on  the  14th  day  of 
July,  1941,  at  the  houi*  of  4:00  o'clock  p.m.  of 
said  day. 

Present  at  said  meeting:  Harry  B.  Carpenter, 
M.  A.  McDonnell,  William  H.  Simon,  Mike  L^nnan, 
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and  Gr.  C.  Jobson,  being  all  of  the  directors  of  said 
corporation  named  in  its  Articles  of  Incorporation. 

On  motion  and  by  unanimous  vote,  Mr.  Harry  B. 
Carpenter  was  elected  temporary  Chairman  and 
Mr.  Gr,  C.  Jobson  was  elected  temporary  Secretary 
of  the  meeting. 

The  Chairman  announced  that  the  meeting  was 
held  pursuant  to  written  Waiver  of  Notice  thereof 
and  Consent  thereto,  signed  by  all  of  the  directors 
of  the  corporation  named  as  such  in  the  Articles  of 
Incorporation.  Such  waiver  and  consent  wa?  pre- 
sented to  the  meeting  and  upon  motion  made  and 
unanimously  carried,  was  made  a  part  of  [327]  the 
records  of  the  meeting,  and  now  precedes  the  min- 
utes of  this  meeting  in  the  book  of  minutes  of  the 
corporation. 

The  Chairman  stated  that  the  original  Articles 
of  Incorporation  had  been  filed  in  the  Office  of  the 
Secretary  of  State  of  the  State  of  California,  on 
the  24th  day  of  March,  1941,  and  that  a  copy  +here- 
of,  certified  by  the  Secretary  of  State,  had  been 
filed  in  the  office  of  the  County  Clerk  of  Los  An- 
geles County,  California,  on  the  31st  day  of  March, 
1941,  being  the  county  in  which  the  corporation  is 
to  have  its  principal  office.  He  presented  to  the 
meeting  a  copy  of  said  Articles  of  Incorporation, 
showing  filings  as  stated,  and  the  secretary  was 
directed  to  insert  said  copy  in  the  book  of  minutes 
of  said  corporation. 

The  matter  of  the  adoption  of  by-laws  for  the 
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regulation  of  the  affairs  of  the  corporation  was 
next  considered.  The  Secretary  presented  to  the 
meeting  a  form  of  by-laws,  which  were  duly  con- 
sidered and  discussed.  On  motion  duly  made  and 
mianimously  carried,  the  following  resolutions  were 
adopted,  to  wit: 

Resolved;  That  the  by-law^s  presented  to 
this  meeting  and  discussed  thereat  be,  and  the 
same  hereby  are  adopted  as  and  for  the  by- 
laws of  this  corporation. 

Resolved  Further;  That  the  Secretary  of 
this  corporation  be,  and  he  hereby  is  authorized 
and  directed  to  execute  a  certificate  of  the 
adoption  of  said  by-laws  and  to  insert  said  by- 
laws as  so  certified  in  the  book  of  minutes  of 
this  corporation,  and  to  see  that  a  copy  of  said 
by-law^s,  similarly  certified,  is  kept  at  the  prin- 
cipal office  for  the  transaction  [328]  of  busi- 
ness of  this  corporation,  in  accordance  with 
Section  302  of  the  Civil  Code  of  the  State  of 
California. 

The  meeting  then  proceeded  to  the  election  of 
officers.  The  following  were  duly  elected  to  the 
offices  indicated  after  the  names  of  each: 

1.  President:  Mr.  Harry  B.  Carpenter. 

2.  Vice-President:  Mr.  William  H.  Simon. 

3.  Secretary-Treasurer:  Mr.  Harry  B.  Carpen- 
ter, Jr. 

Each  officer  so  elected,  being  present,  accepted 
his  office,  and  thereafter  the  President  presided  at 
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the  meeting  as  Chairman  and  the  Secretary  acted 
as  Secretary  of  the  meeting. 

The  Secretary  presented  for  the  approval  of  the 
meeting  a  proposed  seal  of  the  corporation,  con- 
sisting of  two  concentric  circles  with  the  words, 
^'Wilshire  and  Western  Sandwiches,  Inc.,  Califor- 
nia'', and  the  words  and  figures,  '*  Incorporated 
March  24,  1941",  in  the  form  and  figure  as  follows: 

On  motion  duly  made  and  unanimously  carried, 
the  following  resolution  was  adopted: 

Resolved;  That  the  corporate  seal,  in  the 
form,  words  and  figures  presented  to  this  meet- 
ing, be  and  the  same  hereby  is  adopted  as  the 
seal  of  this  corporation. 

The  Secretary  presented  to  the  meeting  a  pro- 
posed form  of  share  certificate  for  use  by  the  cor- 
poration. On  motion  [329]  duly  made  and  unanim- 
ously carried,  said  form  of  share  certificate  was 
approved  and  adopted,  and  the  Secretary  was  in- 
structed to  insert  a  copy  thereof  in  the  book  of 
minutes  immediately  following  the  minutes  of  the 
meeting. 

Mr.  William  H.  Simon,  one  of  the  original  in- 
corporators, was  present  at  the  meeting.  He  stated 
that  he  had  acquired  a  lease,  dated  April  26,  1941, 
and  a  supplement  thereto,  dated  May  2,  1941,  from 
Robert  Ashley  Pettey  and  Julia  Fay  Pettey, 
trustees  of  the  Estate  of  Mary  Emma  Pettey,  de- 
ceased, hereinafter  referred  to  as  ^^ lease",  leasing 
to  him  certain  real  property  situate  at  the  north- 
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west  corner  of  Wilshire  Boulevard  and  Western 
Avenue,  in  the  City  of  Los  Angeles,  County  of 
Los  Angeles,  State  of  California,  more  particularly 
described  as: 

Lots  1  and  2  in  Block  H  of  Westminster  Place, 
as  per  map  thereof  recorded  in  the  office  of 
the  County  Recorder  of  the  County  of  Los 
Angeles,  State  of  California,  in  Book  9,  Page 
61  of  Maps, 
said  lease  being  for  a  period  of  fifteen  years  be- 
ginning April  30,  1941,  and  ending  April  29,  1956, 
and  providing  for  a  percentage  rental  of  six  per 
cent  of  the  total  gross  sales  made  in  connection 
with  the  business  conducted  in  on  or  from  the  de- 
mised premises  with  the  provision  that  said  rental 
shall  not  be  less  than  $700  each  month  during  the 
term  of  said  lease,  and  containing  other  provisions, 
as  more  fully  appears  by  said  lease;  and  that  said 
lease  further  provides  that  the  same  may  be  as- 
signed to  a  corporation  formed  in  which  he  would 
be  one  of  the  incorporators,  in  such  [330]  event 
th(^  corporation  to  accept  such  assignment  and 
agree  in  writing  to  be  bound  by  and  carry  out 
and  perform  all  the  covenants  of  the  lease  to  the 
same  (extent  as  if  the  said  corporation  had  been 
originally  named  in  the  lease  in  the  place  and  stead 
of  said  Simon,  and  in  such  event  said  Simon  to  be 
released  from  all  personal  liability  under  the  lease. 
Said  Simon  thereupon  exhibited  and  presented  said 
lease  to  the  meeting.  Said  Simon  proposed  to  as- 
sign   said   lease   to   this    corporation,    and    all    his 


vs.  Commissioner  of  Internal  Revenue       295 
Exhibit  No.  3-C— (Continued) 

right,  title  and  interest  therein,  upon  this  corpora- 
tion assuming  said  lease  and  paying  to  him  the 
amount  of  any  costs  and  expenses  which  he  may 
have  incurred  in  acquiring  said  lease,  and  assum- 
ing his  obligation  for  the  construction  of  said  build- 
ing upon  said  premises.  He  further  stated  that  it 
had  been  agreed  among  the  incorporators  that,  in 
the  event  of  the  assignment  of  the  said  lease  to 
this  corporation,  it  would  proceed  with  the  erection 
of  a  drive-in  sandwich  stand  and  the  equipment 
thereof  and  that  the  incorporators  would  purchase 
stock  to  the  extent  of  at  least  $15,000  and,  there- 
after, individually  lend  to  the  corporation  a  suffic- 
ient sum  to  enable  it  to  complete  the  erection  and 
construction  of  said  drive-in  sandwich  stand  on 
said  premises  and  the  equipment  thereof. 

Thereupon,  the  following  resolution  was  unanun- 
ously  adopted:  [331] 

^^ Whereas  William  H.  Simon  has  offered  to 
assign  and  transfer  to  this  corporation  that 
certain  lease  dated  April  25,  1941,  between 
Robert  Ashley  Pettey  and  Julia  Fay  Pettey, 
trustees  of  the  Estate  of  Mary  Emma  Pettey, 
deceased,  as  Lessors,  and  William  H.  Simon, 
as  Lessee,  whereby  the  Lessors  leased  to  the 
Lessee  the  certain  premises  at  the  northwest 
corner  of  Wilshire  and  Western  Avenue  in  the 
City  of  Los  Angeles,  to  wit: 

Lots  1  and  2  in  Block  H  of  Westminster 
Place,  as  per  map  thereof  recorded  in  the 
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oflSice  of  the  County  Recorder  of  the 
County  of  Los  Angeles,  State  of  Califor- 
nia, in  Book  9,  Page  61  of  Maps. 

(which  said  lease  has  been  exhibited  to  and 
considered  by  the  Board  of  Directors  of  this 
corporation  at  this  meeting)  upon  the  condi- 
tion that  this  corporation  accept  the  assign- 
ment of  said  lease  and  agree  to  be  bound  by 
and  perform  all  of  the  terms  and  conditions 
thereof ; 

Now,  Therefore,  Be  It  Resolved  that  this 
corporation  accepts  said  proposal  and  auth- 
orizes the  President  and  the  Secretary  of  this 
Corporation  to  execute  its  written  acceptance 
of  the  assignment  of  said  lease  and  its  written 
agreement  to  be  bound  by  and  to  perform  all 
of  the  covenants  and  conditions  of  said  lease. 

Carried,  all  of  the  Directors  voting  **Aye''. 

On  motion  duly  made  and  seconded  and  unanim- 
ously carried  it  was  resolved  that  the  President  and 
Secretary  of  this  corporation  be  and  they  are  liere- 
by  authorized  to  make  apj)lication  in  the  name  of 
this  corporation  to  the  Commissioner  of  Corpora- 
tions of  the  State  of  California  for  a  permit  to 
issue  and  sell  at  this  time  to  the  original  incorpor- 
ators $15,000  of  the  capital  stock  of  this  corpora- 
tion, at  par,  for  cash,  and  also  for  a  permit  auth- 
orizinc;  this  corporation  to  sell  to  the  original  in- 
corporators all  the  balance  of  its  capital  stock,  at 
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par,  for  cash,  at  such  times  as  may  be  from  time 
to  time  ordered  [332]  by  the  Board  of  Directors. 
The  President  stated  that  it  was  necessary  for 
this  corporation  to  fix  and  establish  a  taxable  year 
for  federal  and  state  income  tax  purposes.  Where- 
upon, on  motion  duly  made,  seconded,  and  un- 
animously carried,  the  following  resolution  was 
adopted : 

Resolved;  That  this  corporation  shall,  and 
the  Board  of  Directors  thereof  does,  hereby 
fix  the  taxable  year  of  this  corporation  for 
Federal  and  State  income  tax  purposes  as  be- 
ing from  January  1st  to  and  including  Decem- 
ber 31st  of  each  and  every  calendar  year,  and 
that  the  first  of  said  taxable  years  shall  be  the 
year  1941  and  such  taxable  year  shall  end  on 
December  31,  1941. 

To  provide  for  a  depository  for  the  funds  of  the 
corporation  and  to  authorize  certain  officers  to  deal 
with  the  corporation  funds,  the  following  resolution 
was  duly  adopted: 

Resolved;  That  the  funds  of  this  corpora- 
tion be  deposited  with  the  Bank  of  America 
National  Trust  &  Savings  Association,  Wil- 
shire  and  Western  Branch,  635  South  Western 
Avenue,  Los  Angeles,  California. 

Resolved  Further;  That  all  checks  and 
drafts  shall  be  signed  by  the  President,  Harry 
B.  Carpenter,  or  the  Secretary,  Harry  B.  Car- 
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penter,  Jr.,  and  all  other  instruments  obligat- 
ing this  corporation  to  pay  money  shall  be 
signed  on  behalf  of  this  corporation  by  the 
President  and  Secretary,  or  by  any  two  of 
the  President,  Vice-President  and  Secretary. 

There  being  no  further  business  to  come  before 
the  board,  on  motion  duly  made,  seconded  and 
unanimously  carried,  the  meeting  adjourned. 

HARRY  B.  CARPENTER,  JR., 
Secretary. 

Approved : 

HARRY  B.  CARPENTER, 

President.  [333] 

EXHIBIT  No.  4-D 

Before  the  Division  of  Corporations,  Department 
of  Investment  of  the  State  of  California 

No 

In  the  Matter  of 

WILSHIRE  &  WESTERN  SANDWICHES, 

Inc.,  a  corporation 

Application  for  T^eave  to 
Issue  Capital  Stock 

APPLICATION  FOR  PERMIT 

To  the  Honorable   Commissioner  of   Corporations 
of  the  State  of  California: 

The    petitioner,    Wilshire    and    Western    Sand- 
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wiches,  Inc.,  a  corporation,  respectfully  represents 
as  follows: 

I. 

That  petitioner  is  a  corporation  organized  and 
existing  under  and  by  virtue  of  the  laws  of  the 
State  of  California,  having  its  principal  place  of 
business  in  the  City  of  Los  Angeles,  County  of  Los 
Angeles,  State  of  California. 

II. 

That  its  Articles  of  Incorporation  were  duly  filed 
in  the  office  of  the  Secretary  of  State  of  the  State 
of  California  [334]  on  March  24,  1941.  That  a  copy 
of  said  Articles  of  Incorporation  w^as  duly  filed  in 
the  office  of  the  County  Clerk  in  and  for  the  Coimty 
of  Los  Angeles,  State  of  California,  on  March  31, 
1941.  That  a  copy  of  said  Articles  of  Incorporation 
is  hereto  annexed,  marked  Exhibit  ^^A''  and  made 
a  part  of  this  application. 

III. 

That  the  principal  office  of  said  corporation  is 
in  the  County  of  Los  Angeles,  State  of  California, 
and  its  principal  post  office  address  is  3180  West 
Sixth  Street,  Los  Angeles,  California. 

IV. 

That  the  name  of  its  attorneys  in  the  matter  of 
this  proceeding  is  Tanner,  Odell  &  Taft,  524  Van 
Nuys  Building,  Los  Angeles,  California. 

V. 

That  the  active  business  of  said  corporation  will 
be  carried  on  by  the  following  persons,  who  are 
officers  and  directors  of  the  corporation: 
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Harry  B.  Carpenter,  President,  625  Cumberland 
Road,  Glendale,  California. 

Wm.  H.  Simon,  Vice-President,  9515  Heather 
Road,  Los  Angeles,  California.  [335] 

Harry  B.  Carpenter,  Jr.,  Secretary-Treasurer^ 
1945  West  Mountain  Street,  Glendale,  California. 

VI. 

That  the  corporation  has  duly  adopted  b3Maws 
for  the  government  of  said  corporation.  That  a 
copy  of  said  by-laws  is  hereto  annexed,  marked 
Exhibit  *^B",  and  made  a  part  of  this  application. 

VII. 

That  a  copy  of  all  minutes  relating  to  or  affect- 
ing the  issuance  of  securities  by  the  corpoiation, 
namely,  a  portion  of  the  minutes  of  a  meeting  of 
the  corporation  held  on  the  14th  day  of  July,  1941, 
IS  hereto  annexed,  marked  Exhibit  '^C"  and  made 
a  part  of  this  application. 

VIII. 

That  the  purpose  for  which  the  corporation  has 
been  organized  is  to  carry  on  and  operate  a  drive- 
in  sandwich  restaurant  and  for  that  purpose  to 
lease  real  estate  or  to  acquire  a  lease  thereon, 
and  to  erect  thereon  the  necessary  buildings  and 
structures  with  the  accessories  for  the  establish- 
ment, carrying  on  and  maintenance  of  said  business 
and  to  equi]i  the  same  with  all  the  necessary  equip- 
mvnt  and  paraphernalia.  It  is  proposed  to  sell  and 
issue  at  this  time  1500  shares  of  the  [336]  common 
stock  of  the  corporation  for  the  purpose  of  raising 
money  to  erect  a  building  and  such  other  structures 
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as  may  be  necessary  for  the  conduct  of  said  busi- 
ness and  to  pay  the  expenses  of  incorporation  and 
of  making  this  application  not  to  exceed  $500,  and 
to  borrow  from  the  individual  stockholders  or  in- 
corporators additional  money  sufficient  to  complete 
such  buildings  and  equip  the  same  and  furnish  it 
as  may  be  needed  in  the  conduct  of  the  business. 
It  is  proposed  also  to  sell  additional  of  its  stock 
for  cash  and  to  the  incorporators  if  it  should  be- 
come necessary  to  do  so  for  the  purpose  of  com- 
pleting the  building  or  equipment  or  for  further 
expanding  the  business  or  facilities  thereof. 

IX. 

That  a  copy  of  the  certificate  of  stock  proposed 
to  be  issued  by  said  corporation  is  hereto  annexed, 
marked  Exhibit  ^^D''  and  made  a  part  of  this 
application. 

X. 

That  it  is  proposed  to  sell  1500  shares  of  said 
stock  to  the  particular  persons  hereinafter  named 
and  not  to  the  public.  That  the  sales  of  stock  are 
to  be  made  for  cash,  lawful  money  of  the  United 
States,  to  be  paid  into  the  treasury  of  the  corpora- 
tion. That  no  commission  will  be  paid  for  the  [337] 
sale  of  any  of  said  stock  and  no  prospectus  or 
advertising  of  any  kind  will  be  used.  That  it  is 
proposed  to  sell  said  stock  immediately  upon  the 
issuance  of  a  permit  to  issue  the  same. 

XI. 

That  the  names  and  addresses  of  the  officers  of 
the  corporation  are  as  follows: 
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Harry  B.  Carpenter,  625  Cumberland  Road, 
Glendale,  California. 

Wm.  H.  Simon,  9515  Heather  Street,  Los  An- 
geles, California. 

Harry  B.  Carpenter,  Jr.,  1945  West  Mountain 
Street,  Glendale,  California. 

The  qualifications  of  the  officers  who  will  liave 
charge  of  the  business  are  as  follows: 

Harry  B.  Carpenter  has  been  engaged  in  the 
restaurant  business  for  over  thirty  years  and  has 
operated  as  a  restauranteur  and  in  the  conduct  of 
restaurant  business,  both  individually  and  in  asso- 
ciation with  others  during  the  whole  of  said  period. 

Wm.  H.  Simon  has  been  engaged  in  the  restaur- 
ant business  individually  and  in  association  with 
others   for  over  twenty-five  years. 

Harry  B.  Carpenter,  Jr.,  twenty-seven  y^?rs  of 
age,  has  been  employed  by  his  father,  Harry  B. 
Carpenter,  for  approximately  eight  years  in  con- 
nection with  the  operation  of  drive-in  sandwich 
restaurants,  and  has  served  as  manager  of  one  of 
[338]  such  establishments  for  said  Harry  B.  Car- 
penter, Sr.,  for  about  six  years  and  has  been  presi- 
dent of  Carpenter's  Sandwiches,  Inc.,  since  on  or 
about  September  1,  1937,  and  in  active  charge  of 
the  operations  of  the  sandwich  stand  and  restaur- 
ant conducted  by  said  Carpenter's  Sandwiches,  Inc. 
For  several  years  he  has  also  had  charge  of  ac- 
counts and  bookkeeping  in  connection  with  the 
drive-in  sandwich  restaurants  operated  by  Harry 
B.  Carpenter. 


1 
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XII. 

No  itemized  account  of  the  financial  condition 
of  said  corporation  is  hereto  attached  for  the  rea- 
son that  it  has  as  yet  no  assets  and  no  liabilities 
and  has  not  done  any  business. 

XIII. 

The  date  upon  which  the  corporation  proposes 
to  commence  to  sell  its  securities  is  within  five  days 
after  the  granting  of  this  application. 

XIV. 

The  niunber,  kind  and  amoimt  of  the  securities 
said  corporation  proposes  to  sell  is  as  follows: 

1500  shares  for  cash.  [339] 

5000  shares  in  such  amounts  and  at  such  times 
thereafter  as  may  be  authorized  by  the  Board  of 
Directors  of  said  corporation,  the  same  to  be  sold 
to  the  said  original  incorporators  for  cash.  Tlie 
par  value  of  said  stock  is  $10  per  share  and  the 
price  at  w^hich  it  proposes  to  sell  its  securities  is 
the  same. 

Wherefore,  Petitioner  prays  that  a  permit  be 
issued  authorizing  the  applicant  to  sell  1500  shares 
of  its  capital  stock  to:  Harry  B.  Carpenter,  M.  A. 
McDonnell,  Wm.  H.  Simon,  Mike  Lyman,  G.  C. 
Jobson,  for  $15,000  cash,  the  same  to  be  sold  and 
issued  to  them  in  such  proportions  or  amounts  as 
they  may  determine,  and  further  permitting  said 
applicant  to  issue  the  remaining  6000  shares  to 
said  original  incorporators  for  cash  to  be  paid  to 
them  at  the  time  of  issuance  at  the  full  par  value 
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of  stock  so  issued;,  the  same  to  be  issued  for  cash 
as  aforesaid  from  time  to  time  as  may  be  directed 
and  ordered  by  the  Board  of  Directors. 

Very  respectfully, 

(Seal)  WILSHIRE  AND  WESTERN 

SANDWICHES,  INC., 
By   HARRY  B.  CARPENTER, 

President. 

By  HARRY  B.  CARPENTER,  JR. 
Secretary.  [340] 

State  of  California, 
County  of  Los  Angeles — ss. 

Harry  B.  Carpenter,  being  duly  sworn  on  oath 
deposes  and  says  that  he  is  the  President  and  one 
of  the  directors  of  Wilshire  and  Western  Sand- 
wiches, Inc.,  a  corporation,  mentioned  in  the  within 
application,  and  knows  the  contents  thereof  and 
that  the  statements  therein  are  true. 

HARRY  B.  CARPENTER. 

Subscribed  and  sworn  to  before  me  this  14th  day 
of  July,  1941. 

ROBERT  A.  ODELL, 

Notary  Public  in  and  for  the  County  of  lios  An- 
geles, State  of  California.  [341] 
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EXHIBIT  No.  5-E 

Copy 

Before  The  Department  of  Investment,  Division  of 
Corporations  of  the  State  of  California 

In  the  matter  of  the  application  of 

WILSHIRE  &  WESTERN  SANDWICHES, 
INC., 

for  a  permit  authorizing  it  to  sell  and  issue  its 
securities. 

PERMIT 

File  No.  73136  LA 

Receipt  No.  LA  A7394 

This  permit  does  not  constitute  a  recommenda- 
tion or  endorsement  of  the  securities  permitted  to 
be  issued,  but  is  permissive  only  Wilshire  and 
Western  Sandwiches,  Inc.,  a  California  corpora- 
tion, is  hereby  authorized  to  sell  and  issue  its  secur- 
ities as  hereinbelow  set  forth: 

1.  To  sell  and  issue  to  Harry  B.  Carpenter. 
M.  A.  McDonnell,  Wm.  H.  Simon,  Mike  Ly- 
man, and  C  C.  Jobson,  or  to  any  or  a)l  of 
them,  an  aggregate  of  not  to  exceed  7,500 
shares,  at  par,  for  cash,  lawful  money  of  the 
United  States,  for  the  uses  and  purposes  re- 
cHed  in  its  application,  and  so  as  to  net  ap- 
plicant the  full  amount  of  the  selling  price 
thereof. 
This  permit  is  issued  upon  the  following  con- 
dition : 
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(a)  That  unless  revoked,  suspended,  or  renewed 
upon  application  filed  on  or  before  the  date  of 
expiration  specified  in  this  condition,  all  authority 
to  sell  and  issue  securities  under  issuance  clause  1 
of  this  permit  shall  terminate  and  expire  on  the 
17th  day  of  January,  1942. 

Dated  Los  Angeles,  California,  July  17,  1941. 

(Seal)  EDWIN  M.  DAUGHERTY, 

Commissioner  of  Corporations, 

By   /s/  RONALD  H.  LOENHOLM, 
Deputy. 

JPO'DiEM 

Corp.  Form  A-2  [342] 

EXHIBIT  No.  6-F 

ASSIGNMENT  AND  ASSUMPTION 
OF  LEASE 

This  Agreement  made  and  entered  into  this  I4th 
day  of  July,  1941,  by  and  between  Wm.  H.  Simon, 
liereinafter  referred  to  as  *^ Assignor",  and  Wil- 
shire and  Western  Sandwiches,  Inc.,  a  California 
Corporation,  hereinafter  referred  to  as  ^^ Assignee," 

Witnesseth : 

Whereas,  on  or  about  the  2nd  day  of  May,  1941, 
Assignor  and  Robert  Ashley  Pettey  and  Julia  Fay 
Pettey,  Trustees  of  the  estate  of  Mary  Emma  Pet- 
tey, deceased,  entered  into  a  certain  written  lease 
agreement  dated  April  26,  1941  and  a  certain  writ- 
ten Supplemental  Lease  Agreement  dated  May  2, 
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1941,  wherein  and  whereby  the  said  Robert  Ashley 
Pettey  and  Julia  Fay  Pettey,  as  Trustees  of  the 
estate  of  Mary  Emma  Pettey,  leased  to  Assignor 
for  a  term  of  fifteen  (15)  years,  commencing  on 
the  30th  day  of  April,  1941,  the  following  described 
premises. 

Lots  1  and  2  in  Block  H  of  Westminster 
Place,  as  per  map  thereof  recorded  in  the 
office  of  the  County  Recorder  of  the  County 
of  Los  Angeles,  State  of  California,  in  Book 
9,  Page  61  of  Maps. 

Now,  Therefore,  in  consideration  of  the  mutual 
covenants  herein  contained  and  other  good  and 
valuable  consideration,  the  parties  hereto  agree  as 
follows : 

1.  Assignor  does  by  these  presents  grant,  bar- 
gain, sell,  assign,  transfer,  and  set  over  unto  As- 
signee all  of  the  right,  title  and  interest  of  Assignor 
in  and  to  the  above-described  lease. 

2.  Assignee  does  hereby  expressly  accept  and  as- 
siune  and  agree  to  perform  each,  every,  and  all  of 
the  conditions,  [343]  covenants,  and  obligations 
contained  in  said  lease  to  be  kept  and  performed 
by  the  lessee  therein,  and  does  expressly  agree  to 
perform  and  be  bound  by  all  of  the  agreements, 
restrictions,  and  conditions  of  said  lease  on  the  part 
of  the  lessee  to  be  kept  and  performed,  the  same 
as  if  this  corporation  had  been  originally  named 
in  said  lease  in  the  place  and  stead  of  assignor. 

In  Witness  Whereof,  assignor  has  hereunto  set 
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his  hand  and  assignee  has  caused  this  agreement  to 
be  executed  by  its  oificers  thereunto  duly  author- 
ized, and  its  corporate  seal  to  be  hereunto  affixed; 
all  as  of  the  day  and  year  first  above  written. 

/s/  WM.  H.  SIMON, 

Assignor, 

WILSHIRE  AND  WESTERN 
SANDWICHES,  INC., 
a  California  corporation. 

By   HARRY  B.  CARPENTER, 

President. 

(Seal)  By   HARRY  B.  CARPENTER,  JR., 

Secretary  Assignee. 

We  hereby  consent  to  the  foregoing  assignment. 

Dated  August  14,  1941. 

/s/  ROBERT  ASHLEY  PETTEY, 

/s/  JULIA  FAY  PETTEY, 
Trustees  of  the  Estate  of  Mary  Emma  Pettey,  de- 
ceased. [344] 

State  of  California, 
County  of  Los  Angeles — ss. 

On  this  21st  day  of  August,  1941,  before  me, 
Alvin  M.  Sidman,  a  Notary  Public  in  and  for  said 
County,    personally    appeared    Wm.    H.     Simon, 
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known  to  me  to  be  the  person  whose  name  is  sub- 
scribed to  the  within  instrument  and  acknowledged 
to  me  that  he  executed  the  same. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  my  official  seal  the  day  and  year 
in  this  certificate  first  written. 

(Seal)  ALVIN  M.  SIDMAN, 

Notary  Public  in  and  for  said  County  and  State. 

My  Commission  expires  July  17,  1945. 

State  of  California, 
Comity  of  Los  Angeles — ss. 

On  tliis  28  day  of  August,  1941,  before  me,  Rob- 
ert A.  Odell,  a  Notary  Public  in  and  for  said 
County,  personally  appeared  Harry  B.  Carpenter, 
known  to  me  to  be  the  President,  and  Harry  B. 
Carpenter,  Jr.,  known  to  me  to  be  the  Secretary  of 
Wilshire  and  Western  Sandwiches,  Inc.,  the  cor- 
poration that  executed  the  within  instrument  known 
to  me  to  be  the  persons  who  executed  the  same 
on  behalf  of  the  corporation  therein  named,  and 
acknowledged  to  me  that  such  corporation  executed 
the  same. 

Witness  My  Hand  and  Official  Seal. 

ROBERT  A.  ODELL, 

Notary  Public  in  and  for  said  County  and  State. 
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EXHIBIT  No.  7-G 

Copy 

LEASE 

This  Lease,  made  and  entered  into  this  22nd  day 
of  August,  1931,  by  and  between  Edna  R.  Vogel 
as  Lessor  and  Wilshire-Western  Sandwiches,  Inc., 
as  Lessee: 

Witnesseth : 

That,  in  consideration  of  the  payments  of  rents 
and  the  performance  of  other  covenants  and  agree- 
ments herein  provided  to  be  performed  by  the 
Lessee,  the  Lessor  has  leased  and  demised  unto 
the  Lessee  the  premises  situated  in  the  City  of 
and  County  of  Los  Angeles,  State  of  California, 
particularly  described  as  follows: 

Lot  15  Block  ^^H''  Westminster  Place,  as  per 
map  thereof  recorded  in  Book  9  Page  61  of 
Maps,  in  the  office  of  the  County  Recorder  of 
said  County;  said  property  being  known  as 
640  South  Manhattan  Place; 

together  with  all  the  rights,  easements  and  appur- 
tenances to  the  real  property  belonging  and  apper- 
taining and  usually  had  and  enjoyed  therewith; 
subject  however,  to  the  terms,  conditions,  excep- 
tions, reservations  and  restrictions  herein  men- 
tioned or  contained. 

The  term  of  this  lease  shall  be  for  fourteen  (14) 
years  and  eight  (8)  months  commencing  on  the 
first  day  of  September,  1941  and  ending  on  the 
29th  day  of  April,  1956. 
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Lessee  hereby  agrees  to  pay  a  rental  for  said 
premises  during  the  entire  period  of  this  lease 
of  Sixty  ($60)  Dollars  per  month,  payable  monthly 
in  advance  on  the  first  day  of  each  and  every  cal- 
endar month  of  the  term  of  this  lease.  In  addition 
to  said  monthly  rental  of  Sixty  ($60)  Dollars, 
Lessee  [346]  hereby  covenants  and  agrees  to  pay, 
prior  to  delinquency,  all  of  the  taxes,  City,  County 
or  State,  levied  or  assessed  upon  demised  premises 
and  upon  any  improvements  placed  thereon  by 
Lessee  and  upon  any  personal  property,  furniture 
or  equipment  owned  by  Lessee  or  stored  oi*  used 
on  the  demised  premises;  and  all  lighting  assess- 
ments thereon. 

Compensation  and  Liability  Insurance: 
Lessee  hereby  agrees  that  it  will  maintain  an 
insurance  policy  with  a  responsible  company  and 
at  its  own  expense,  insuring  Lessor  against  all 
liability  for  damages  which  may  be  occasioned  to 
any  persons  or  property  while  on  said  demised 
premises  and  agrees  to  indemnify  Lessor  for  any 
damage  or  liability  which  they  may  incur  or  from 
any  demands  or  liability,  causes  of  action  or  ex- 
pense to  which  Lessor  may  be  put  by  reason  of 
any  injury  to  persons  or  property  resulting  from 
the  use  or  operation  of  the  demised  premises. 
Lessee  also  agrees  to  furnish  Lessor  a  copy  of  said 
liability  insurance  policy. 

Assignment  and  Sub-Letting: 
Lessee  may  assign  this  lease  or  sub-let  the  whole 
or   any   part   of   said   premises   providing   Lessee 
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continue  to  assume  the  same  responsibility  as  to 
payment  of  rents  and  the  conditions  and  provisions 
herein  contained. 

Covenants  Against  Liens: 

Lessee  covenants  and  agrees  that  it  will  not  dur- 
ing the  term  hereof,  permit  any  lien  to  be  placed 
upon   said   premises    and   will    hold   harmless    the 
Lessor  and  her  property  against  any  lien.  [317] 
Use   of  Premises: 

The  herein  demised  premises  may  be  used  by 
Lessee  for  any  purpose  not  prohibited  by  govern- 
mental regulation,  ordinances  or  laws. 
Insolvency  or  Receivership: 

If  any  adjudication  of  bankruptcy  or  insolvency 
be  rendered  against  the  Lessee  or  if  a  receiver  of 
the  business  or  assets  of  the  Lessee  shall  be  ap- 
pointd,  or  it  shall  be  attached,  or  if  any  sale  or 
attempted  sale  of  the  leasehold  interest  hereby 
created  shall  be  made  under  or  by  virtue  of  any 
execution  or  other  judicial  process,  the  Lessor  shall 
have  the  right  to  immediately  terminate  this  lease, 
and  no  person  shall  have  the  right  to  use,  possess 
or  occupy  the  said  premises  by  virtue  thereof. 

Default : 

In  the  event  of  default  at  any  time  by  Lessee  in 
the  payment  of  the  rent  herein  provided  for,  for 
more  than  twenty  (20)  days,  or  in  the  performance 
of  any  other  of  its  agreements  herein  contained^ 
or  if  Lessee  vacate  or  abandon  the  demise  premises 
for  a  period  of  ten  (10)  days,  then  in  any  or  cither 
of  such  events  it  shall  be  lawful  for  Lessor,  after 
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three  (3)  days'  notice  in  writing  to  Lessee  of  such 
default,  to  declare  said  demised  term  ended  and 
to  re-enter  the  premises  or  any  part  thereof  either 
with  or  without  process  of  law. 

Possession  of  Premises: 

Lessor  hereby  agrees  to  permit  Lessee  to  remove 
the  garage  now  on  said  premises  in  order  that 
Lessee  may  begin  work  on  its  contemplated  im- 
provements on  the  Easterly  fifty  (50)  feet  of  said 
premises,  at  any  time  after  the  execution  of  this 
lease;  Lessor  further  agrees  to  remove  all  other 
[348]  buildings  from  said  premises  not  later  than 
September  15,  1941. 

Ownership  of  Building: 

Upon  the  termination  of  this  lease  by  reason  of 
the  expiration  of  the  term  hereof  or  by  any  other 
reason,  title  to  the  buildings  erected  on  said  prop- 
erty shall  revert  to  and  belong  to  Lessee,  provided 
the  Lessee,  at  the  time  of  such  termination  is  not 
in  default  in  the  performance  of  any  of  the  condi- 
tions, covenants  and  provisions  of  this  lease,  it  be- 
ing understood  however  that  if  this  lease  is  ter- 
minated for  any  reason  at  any  time  before  April 
29,  1956,  said  buildings  are  not  to  be  removpd  by 
the  Lessee  without  first  obtaining  the  written  con- 
sent of  the  Lessor.  In  the  event  of  the  removal  of 
said  buildings.  Lessee  hereby  agrees  to  leave  the 
lot  in  a  level  and  satisfactory  condition. 
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Lessee  Further  agrees  to  pay  promptly  and  prior 
to  delinquency  all  charges  incurred  by  lessee  in 
the  conduct  or  operation  of  its  said  business  on 
the  demised  premises  for  gas,  water,  electricity, 
telephone  and  all  other  expenses  and  charges  it 
may  have,  and  for  any  and  all  other  public  utilities 
furnished  to  or  which  may  be  used  upon  the  whole 
or  any  part  of  the  herein  demised  premises. 
Place  for  Payments  of  Money  and  Notices: 

All  payments  of  rental  due  hereunder  shaiJ  be 
paid  to  Lessor  at  754  North  New  Hampshire  Ave- 
nue, Los  Angeles,  California,  or  at  such  other  place 
as  Lessor  may  from  time  to  time  desis^iate  in 
writing. 

Service  of  any  notice  or  notices  or  demands  re- 
quired or  permitted  to  be  given  hereunder  shall 
be  sufficient  if  delivered  to  Lessor  personally  or 
duly  authorized  representative  of  Lessee  person- 
ally, or  if  sent  by  United  States  Registered  [349] 
Mail,  postage  prepaid,  to  Lessor,  addressed  to  754 
North  New  Hampshire  Avenue,  Los  Angeles,  Cali- 
fornia or  elsewhere  as  Lessor  may  from  time  to 
lime  designate  in  writing,  or  to  Lessee,  addressed 
to  the  demised  premises  or  to  3180  West  6th  Street, 
Los  Angeles,  California,  or  elsewhere  as  Lessee  may 
from  time  to  time  designate  in  writing. 

Payment  of  Money: 

All  sums  of  money  to  be  paid  by  Lessee  here- 
under shall  be  payable  in  coin  or  currency  which 
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at  the  time  of  pa3mient  is  legal  tender  in  the  United 
States  of  America  for  public  or  private  debts. 

Holding  Over: 
Any  holding  over  after  the  expiration  of  the 
said  term,  with  the  consent  of  the  Lessor,  shall  be 
construd  to  be  a  tenancy  from  month  to  month, 
at  a  minimum  rental  of  One  Hundred  ($100)  Dol- 
lars a  month,  and  shall  otherwise  be  on  the  terms 
and  conditions  herein  specified,  so  fars  as  applic- 
able. 

Heirs  and  Assigns: 
The  covenants  and  conditions  herein  contained 
shall,  subject  to  the  provisions  as  to  assignment^ 
apply  to  and  bind  the  heirs,  successors,  executors, 
administrators  and  assigns  of  all  the  parties  hereto; 
and  all  the  parties  hereto  shall  be  jointly  and  sev- 
erally liable  hereunder. 

In  Witness  Whereof,  the  parties  hereto  have 
hereunto  set  their  hands  and  seals,  all  as  of  the 
day  and  year  first  above  written. 

/s/  EDNA  R.  VOGEL, 
Lessor. 

WILSHIRE-WESTERN 
SANDWICHES,  INC., 
Lessee,  • 

By   /s/  HARRY  B.  CARPENTER, 
President. 

Corporate  Seal. 
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State  of  California, 
County  of  Los  Angeles — ss. 

On  this  22nd  day  of  August,  1941,  before  me, 
Edith  W.  Olmstead,  a  Notary  Public  in  and  for 
said  County  and  State,  personally  appeared  Edna 
R.  Vogel,  known  to  me  to  be  the  person  whose 
name  is  subscribed  to  the  within  instrument  and 
acknowledged  to  me  that  she  executed  the  s?.me. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  seal  the  day  and  year  in  this  certificate 
first  above  written. 

(Seal)  /s/  EDITH  W.  OLMSTEAD, 

Notary  Public  in  and  for  said  County  and  State. 

My  Commission  expires  July  22,  1942. 

State  of  California, 
County  of  Los  Angeles — ss. 

On  this  22nd  day  of  August,  1941,  before  me, 
Edith  W.  Olmstead,  a  Notary  Public  in  and  for 
said  County  and  State,  personally  appeared  Harry 
B.  Carpenter,  known  to  me  to  be  President  of 
Wilshire-Western  Sandwiches,  Inc.,  the  corpora- 
tion that  executed  the  within  instrument,  known 
to  me  to  be  the  person  w^ho  executed  the  within 
Instrument,  on  behalf  of  the  Corporation  herein 
named,  and  acknowledged  to  me  that  such  Corpora- 
tion executed  the  same. 

In   Witness   Whereof   I   have   hereunto   set   my 
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hand  and  affixed  my  official  seal  the  day  and  year 
in  this  certificate  first  above  written. 

(Seal)  /s/  EDITH  W.  OLMSTEAD, 

Notary  Public  in  and  for  said  County  and  State. 

My  Commission  expires  July  22,  1942. 

[Endorsed]  :  Piled  Dec.  3,  1947.  [351] 


[Title  of  Tax  Court  and  Cause.] 

ORDER  RE  TRANSMISSION  OP  EXHIBITS 
IN  ORIGINAL  PORM 

Por  cause  appearing  of  record,  it  is 
Ordered  that  Joint  Exhibits  8-H,  9-1  and  lO-J 
inclusive  referred  to  in  Item  6  of  petitioner's  desig- 
nation of  record  be  transmitted  with  the  appeal 
record  by  the  Clerk  of  The  Tax  Court  of  the 
United  States  to  the  Clerk  of  the  TJ.  S.  Court  of 
Appeals  for  the  Ninth  Circuit  as  physical  docu- 
ments. 

/s/  BOLON  B.  TURNER, 
Judge. 

Date.!  Washington,  D.  C,  October  7,  1948.  [352] 
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ORDER  RE  TRANSMISSION  OF  EXHIBITS 
IN  ORIGINAL  FORM 

Upon  consideration  of  the  motion  filed  by  the 
respondent  in  the  above  case  for  transmission  of 
original  exhibits  to  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit,  it  is 

Ordered  that  petitioner's  Exhibits  11  to  31,  both 
inclusive,  constituting  part  of  the  record  on  review 
in  this  proceeding,  remain  in  the  custody  of  the 
Clerk  of  The  Tax  Court  of  the  United  States 
until  fifteen  days  before  the  cause  is  set  for  argu- 
ment in  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit,  at  which  time,  upon  request  of 
counsel  for  either  party,  the  Clerk  of  The  Tax 
Court  shall  transmit  the  original  Exhibits  11  to 
31,  inclusive,  to  the  Clerk  of  United  States  Court 
of  Appeals  for  the  Ninth  Circuit,  in  physical  form. 

/s/  BOLON  B.  TURNER, 
Judge. 

Dated  Washington,  D.  C,  October  12,  1948.  [353] 
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In  the   United   States   Circuit  Court   of    A^ppeals 
For  the  Ninth  Circuit 

Tax  Court  Docket  No.  10638 

WILSHIRE  &  WESTERN  SANDWICHES, 
INC., 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

To  the  Clerk  of  The  Tax  Court: 

You  will  please  transmit  and  deliver  to  the  Clerk 
of  the  United  States  Circuit  Court  of  Appeals  for 
the  Ninth  Circuit  copies  duly  certified  as  correct 
of  the  following  documents  and  records  in  the 
above  entitled  cause  in  connection  with  the  petition 
for  review  by  said  Circuit  Court  of  Appeals  for 
the  Ninth  Circuit  heretofore  filed  by  Wilsbire  & 
Western  Sandwiches,  Inc.: 

1.  Docket  entries  of  the  proceedings  before  the 
Tax  Court. 

2.  Pleadings  before  the  Tax  Court: 

(a)  The  petition  including  the  annexed  copy  of 
the  deficiency  letter. 

(b)  The  answer. 

(c)  The  taxpayer's  motion  to  amend  the  peti- 
tion to  conform  to  the  proof. 

(d)  Amendment  to  the  petition.   [354] 

(e)  Answer  to  the  amendment  to  the  petition. 

3.  Findings  of  fact,  opinion  and  decision  of  the 
Tax  Court. 
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(a)  Findings  of  fact  and  opinion  promulgated 
June  29,  1948. 

(b)  Judgment  entered  on  or  about  June  29,  1948. 

4.  Petition  for  review  of  the  decision  of  the 
Tax  Court  and  assignment  of  error,  together  with 
proof  of  service  of  notice  of  filing  the  petition  for 
review  and  of  service  of  a  copy  of  the  petition 
for  review. 

5.  One  copy  of  the  transcript  of  the  hearings 
had  before  the  Tax  Court  at  Los  Angeles,  Califor- 
nia, on  December  3,  4  and  12,  1947  and  the  deposi- 
tion of  Robert  A.  Odell,  together  with  all  stipula- 
tions of  fact. 

6.  All  exhibits  filed  in  evidence  including  both 
those  made  a  part  of  the  stipulation  of  fact?  and 
those  filed  in  evidence  during  the  course  of  the 
hearing  are  to  be  transmitted  to  the  Clerk  of  the 
Circuit  Court  of  Appeals  of  the  Ninth  Circuit  in 
physical  form.  [355] 

7.  This  praecipe. 

SWARTZ,  TANNENBAITM, 
ZIFFREN  &  STEINBERG 
and  JACOB  SHEARER, 
By   /s/  JACOB  SHEARER, 

Attorneys  for  Petitioner. 

Service  of  a  copy  of  the  within  proceeding  is 
hereby  admitted  this  6th  day  of  October,  1948. 

/s/  CHARLES  OLIPHANT, 
Chief  Counsel, 

Bureau  of  Internal  Revenue. 

[Endorsed] :  T.C.U.S.  Filed  Oct.  6,  1948.     [356] 
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The  Tax  Court  of  the  United  States 
Washington 

Docket  No.  10638 

WILSHIRE  &  WESTERN  SANDWICHES, 
INC., 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

CERTIFICATE 

I,  Victor  S.  Mersch,  clerk  of  The  Tax  Court  of 
the  United  States  do  hereby  certify  that  the  forego- 
ing pages,  1  to  356,  inclusive,  contain  and  are  a 
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proceedings  on  file  and  of  record  in  my  office  as 
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peals) as  above  numbered  and  entitled. 
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and  affix  the  seal  of  The  Tax  Court  of  the  United 
States,  at  Washington,  in  the  District  of  Columbia, 
this  14th  day  of  October,  1948. 

/s/  VICTOR  S.  MERSCH, 
Clerk,  The  Tax  Court  of  the  United  States. 
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In  the  United  States  Court  of  Appeals 
For  the  Ninth  Circuit 

Case  No.  12079 

WILSHIRE  &  WESTERN  SANDWICHES, 
INC.,  a  corporation, 

Petitioner  on  Review, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent  on  Review. 

STATEMENT   OF  POINTS   UPON  WHICH 
PETITIONER  INTENDS  TO  RELY 

Comes  now  the  Petitioner,  Wilshire  &  Western 
Sandwiches,  Inc.,  a  corporation,  and  cites  the  fol- 
lowing points  upon  which  it  intends  to  rely  for 
reversal  of  the  judgment  of  the  Tax  Court,  Hon. 
Richard  L.  Disney,  Judge: 

1.  The  Tax  Court  erred  in  holding  that  the  sum 
of   Fifteen  Hundred   Dollars    ($1500)    accrued   in 
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The  year  1942  and  of  One  Thousand  Four  Hundred 
Forty-Three  and  26/100  Dollars  ($1,443.26)  ac- 
crued in  the  year  1943  and  paid  by  the  taxpayer 
as  interest  on  loans  by  its  shareholders,  was  not 
deductible  as  interest  on  an  indebtedness. 

2.  The  Tax  Court  erred  in  refusing  to  hold  that 
said  sums  set  forth  above  were  interest  on  an  in- 
debtedness and  as  such  were  deductible  from  the 
taxpayer's  gross  income  in  determining  its  net  in- 
come subject  to  taxation. 

3.  The  Tax  Court  erred  in  determining  that 
there  was  a  deficiency  in  the  taxpayer's  income 
taxes  for  the  taxable  years  1942  and  1943. 

4.  The  Tax  Court  erred  in  determining  that 
there  was  a  deficiency  in  the  taxpayer's  excess 
profits  taxes  for  the  taxable  year  1943. 

5.  The  Tax  Court  erred  in  determining  that 
there  was  a  deficiency  in  the  taxpayer's  declared 
A^alue  excess  profits  taxes  for  the  year  1943. 

The  Petitioner  designates  the  entire  record  as 
certified  by  the  Tax  Court  to  the  Circuit  Court  of 
Appeals  for  the  Ninth  Circuit  as  necessary  for  a 
consideration  of  the  points  upon  which  it  intends 
to  rely. 

Dated  this  ....  day  of  November,  1948. 

SWARTS,   TANNENBAUM, 
ZIFFREN  &  STEINBERG, 
and  JACOB  SHEARER. 
By   /s/  DAVID  TANNENBAUM, 
Attorney  for  Petitioner. 

[Endorsed]:  Filed  November  4,  1948.  Paul  P. 
O'Brien,  Clerk. 
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No.  12079 
IN  THE 

United  States  Court  of  Appeals 

FOR  THE  NINTH  CIRCUIT 


WiLSHiRE  &  Western  Sandwiches,  Inc.,  a  corporation, 

Petitioner, 


vs. 

Commissioner  of  Internal  Revenue, 


Respofident. 


BRIEF  OF  PETITIONER. 


JURISDICTION. 

This  is  an  appeal  from  a  judgment  of  the  Tax  Court  of 
the  United  States  entered  June  29,  1948. 

Within  ninety  days  after  January  31,  1946,  the  date  of 
the  maiHng  by  the  Commissioner  of  Internal  Revenue  of 
a  notice  of  a  deficiency  in  the  petitioner's  income  tax,  ex- 
cess profits  tax  and  declared  value  excess  profits  tax  [R. 
pp.  8-22]  the  petitioner  filed  its  Petition  for  Redetermina- 
tion of  the  deficiency  pursuant  to  Section  272(a)  of  the 
Internal  Revenue  Code  [R.  pp.  4-7].  The  Tax  Court  of 
the  United  States  has  jurisdiction  of  such  an  action 
under  the  provisions  of  Sections  1101  and  272  of  the 
Internal  Revenue  Code. 

As  set  forth  in  the  Petition  for  Review  [R.  pp.  42-46], 
the  petitioner  is  a  resident  of  Los  Angeles  County  in  the 
State  of  California  and  its  address  is  3180  West  Sixth 
Street,  Los  Angeles  5,  California  [R.  p.  42].     The  peti- 
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tioner  filed  its  income  tax,  excess  profits  tax  and  declared 
value  excess  profits  tax  returns  for  the  taxable  years 
1942  and  1943  with  the  Collector  of  Internal  Revenue  for 
the  Sixth  District  of  California  whose  office  is  located 
within  the  Ninth  Judicial  District  wherein  the  petitioner 
also  resides.  [R.  pp.  42-43.]  The  United  States  Court  of 
Appeals  for  the  Ninth  Circuit  has  jurisdiction  to  review 
the  decision  of  the  Tax  Court  under  the  provisions  of 
Section  1141  of  the  Internal  Revenue  Code. 

STATEMENT  OF  THE  CASE. 

The  petitioner  was  incorporated  on  March  24,  1941, 
under  the  laws  of  the  State  of  California  for  the  purpose 
of  engaging  in  the  drive-in  restaurant  business.  [F.  of  F., 
R.  p.  27.]  The  corporation  has  an  authorized  capital 
stock  of  7,500  shares  at  $10.00  par  value  each.  [F.  of  F., 
R.  p.  27.]  It  kept  its  books  and  prepared  its  returns  on 
the  accrual  basis.  [F.  of  F.,  R.  p.  28.]  There  was  un- 
certainty at  the  time  of  incorporation  as  to  the  amount  of 
money  which  would  be  needed  by  petitioner  to  erect  the 
building  in  its  business  and  to  purchase  the  necessary 
equipment  therefor,  although  it  was  estimated  by  three 
of  the  four  incorporators  of  the  petitioner  that  $30,000.00 
would  probably  be  adequate  for  this  purpose.  [F.  of  F., 
R.  pp.  28-29.]  The  incorporators  agreed  to  advance 
amounts  sufficient  to  open  the  petitioner  for  business  and 
to  obtain  in  return  stock  certificates  of  the  petitioner  for 
approximately  50%  of  their  advances  and  promissory 
notes  bearing  6%  interest  and  payable  in  two  years  from 
date  of  issue  for  the  remainder.     [F.  of  F.,  R.  pp.  28-29.] 

The  cost  of  the  building  and  equipment  proved  to  be 
far  in  excess  of  the  incorporators'  estimates  and  in  order 
to  meet  the  expenses,  advances  totaling  $55,000.00  were 
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made  by  the  incorporators  over  the  period  from  May  to 
November,  1941.  [F.  of  F.,  R.  pp.  30-31.]  The  drive-in 
was  completed  and  open  for  business  on  or  about  No- 
vember 5,  1941.     [F.  of  F.,  R.  p.  30.] 

At  a  meeting  of  the  Board  of  Directors  of  the  petitioner 
held  November  13,  1941,  a  resolution  was  adopted  author- 
izing the  corporation  to  deliver  to  the  incorporators  prom- 
issory notes  totaling  $25,000.00  maturing  in  two  years 
with  interest  at  the  rate  of  6%  per  annum  payable  quar- 
terly and  3,000  shares  of  $10.00  par  value  stock.  [F.  of 
F.,  R.  p.  32.]  The  incorporators,  H.  B.  Carpenter  and 
M.  A.  McDonnell  each  received  1,000  shares  of  stock  and 
notes  in  the  amount  of  $8,333.34  and  $8,333.33  respec- 
tively. William  Simon  and  Mike  Lyman  each  received 
500  shares  of  stock  and  notes  in  the  amount  of  $4,166.67 
and  $4,166.66  respectively.     [F.  of  F.,  R.  p.  32.] 

Because  of  an  oversight  on  the  part  of  petitioner's  ac- 
countant and  bookkeeper,  the  notes  were  not  entered  on 
the  books  of  the  corporation  until  April  of  1942,  about 
four  months  after  the  notes  were  executed  and  delivered 
when  another  accountant  was  employed  by  the  petitioner. 
[F.  of  F.,  R.  p.  34.]  The  correcting  entries  were  made 
immediately.  [F.  of  F.,  R.  pp.  34-35.]  For  the  same 
reason,  no  interest,  which  according  to  the  terms  of  the 
notes  was  to  be  paid  quarterly,  was  accrued  on  the  books 
of  the  corporation  until  early  in  1943.  [F.  of  F.,  R.  p. 
35.]  Thereafter  interest  was  accrued  on  the  notes  monthly. 
[F.  of  F.,  R.  p.  35.]  On  December  1,  1943,  $3,055.86 
was  paid  to  the  noteholders  as  interest  to  November  30, 
1943,  and  like  payments  totaling  $682.10  were  paid  on 
March  23,  1945.  |  F.  of  F.,  R.  p.  33.]  The  principal 
amount  of  the  notes  was  paid  in  full  Ijy  payments  of 
$10,000.00  each  on  April  21,   1943,  and  May  23,   1944, 


and  $5,000.00  on  March  23,  1945.  [F.  of  R,  R.  p.  33.] 
All  payments  to  holders  of  the  notes  were  made  in  pro- 
portion to  their  holding  of  all  of  the  notes.  [F.  of  F., 
R.  p.  33.] 

In  its  returns  for  1942  and  1943,  the  petitioner  claimed 
$1,500.00  and  $1,443.26  respectively  as  deductions  for 
interest  pursuant  to  the  provisions  of  Section  23(b)  of 
the  Internal  Revenue  Code,  on  the  notes  which  had  been 
given  to  its  incorporators.  [F.  of  F.,  R.  p.  35.]  The 
Commissioner  disallowed  the  deductions  and  determined 
deficiencies  of  $599.87  and  $782.72  in  the  petitioner's  in- 
come taxes  for  the  years  1942  and  1943  respectively  and 
determined  deficiencies  of  $1,797.05  in  the  petitioner's 
excess  profits  taxes  and  $168.31  in  the  petitioner's  de- 
clared value  excess  profits  taxes  for  the  year  1943.  [R.  pp. 
8-22.] 

On  January  31,  1946,  the  Commissioner  sent  to  the 
petitioner  by  registered  mail  a  notice  of  the  aforemen- 
tioned deficiencies.  [R.  pp.  8-22.]  Within  ninety  days 
thereof  petitioner  filed  a  Petition  for  Redetermination  of 
the  deficiency  with  the  Tax  Court  of  the  United  States 
[R.  pp.  4-22],  and  on  December  3,  4  and  12,  1947,  a 
hearing  was  had  before  the  said  Tax  Court.  [R.  p.  2.] 
On  June  29,  1948,  the  Honorable  Richard  Disney,  Judge, 
entered  a  Memorandum  of  Findings  of  Fact  and  Opinion 
wherein  it  was  held  that  the  amounts  paid  by  the  peti- 
tioner as  interest  on  the  notes  held  by  its  shareholders  was 
not  deductible  by  the  petitioner  as  interest  on  an  indebted- 
ness in  computing  its  net  income  subject  to  taxation.  [R. 
pp.  27-41.] 

The  sole  question  presented  on  this  appeal  is  whether 
or  not  the  amounts  payable  by  the  petitioner  in  the  years 
1942  and   1943  to  the  holders  of  its  notes  was  ''interest 
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on  an  indebtedness"  within  the  meaning  of  Section  23(b) 
of  the  Internal  Revenue  Code  and  consequently  deductible 
by  the  petitioner  in  computing  its  net  income  subject  to 
taxation. 

SPECIFICATIONS  OF  ERRORS. 

1.  The  Tax  Court  erred  in  holding  that  the  sum  of 
fifteen  hundred  dollars   ($1,500.00)   accrued  in  the  year 

1942  and  of  one  thousand  four  hundred  forty  three  dol- 
lars and  twenty  six  cents  ($1,443.26)  accrued  in  the  year 

1943  and  paid  by  the  taxpayer  as  interest  on  loans  by  its 
shareholders,  was  not  deductible  as  interest  on  an  indebt- 
edness. 

2.  The  Tax  Court  erred  in  refusing  to  hold  that  said 
sums  mentioned  above  were  interest  on  an  indebtedness 
and  as  such  were  deductible  from  the  taxpayer's  gross  in- 
come in  determining  its  net  income  subject  to  taxation. 

3.  The  Tax  Court  erred  in  determining  that  there  was 
a  deficiency  in  the  taxpayer's  income  taxes  for  the  taxable 
years  1942  and  1943. 

4.  The  Tax  Court  erred  in  determining  that  there 
was  a  deficiency  in  the  taxpayer's  excess  profits  tax  for 
the  taxable  year  1943. 

5.  The  Tax  Court  erred  in  determining  that  there  w^as 
a  deficiency  in  the  taxpayer's  declared  value  excess  profits 
taxes  for  the  year  1943. 

6.  The  Tax  Court  erred  in  making  the  following  find- 
ings of  fact  which  findings  are  not  supported  by  the  evi- 
dence : 

a.  "The  incorporators  of  petitioner  made  the  follow^- 
ing  payments,  totaling  $55,000,  to  petitioner  in  1941  un- 
der the  plan  previously  adopted  by  them. 


McDonnell         Simon       Lyman  Carpenter 

May  $  3,333.33 

June  $1,666.67     $1,666.66    $3,333.34 

August  2,500.00      2,500.00 

September     5,000.00  5,000.00 

October  2,500.00      2,500.00 

Nov.  13  2,500.00      2,500.00 

Nov.  19        10,000.00  5,000.00" 

[R.  p.  30.] 

The  $5,000.00  payments  by  Carpenter  which  the  court 
finds  to  have  been  made  in  September  and  on  November 
19,  1941,  were  in  fact  made  on  October  30,  1941,  and 
November  13,  1941. 

b.  ''Simon  expected  the  notes  to  be  paid  out  of  current 
earnings     .     .     ."      [F.  of  F.,  R.  p.  32.] 

The  record  clearly  shows  that  Simon  expected  the  notes 
to  be  paid  in  any  event. 

SUMMARY   OF   THE  ARGUMENT. 

I.  Introductory. 

The  sole  point  of  disagreement  is  whether  the  notes 
issued  by  the  petitioner  constitute  an  indebtedness  within 
the  meaning  of  Section  23(b)  of  the  Internal  Revenue 
Code.  This  in  turn  depends  upon  the  intent  of  the  parties 
involved. 

II.  Findings  of  Fact. 

A.  The  formal  findings  of  fact  made  by  the  trial 
court  are  correct  with  two  exceptions.  The  two  excepted 
findings  are  unsupported  by  the  evidence. 
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B.  The  Tax  Court's  conclusion  of  law  is  inconsistent 
with  its  findings  of  fact  because  the  findings  competently 
made  compel  the  conclusion  that  the  interest  herein  in- 
volved is  deductible  in  computing  the  petitioner's  net  in- 
come subject  to  tax.  The  court  expressly  found  all  of 
the  elements  necessary  to  constitute  an  indebtedness,  to 
wit:  an  intent  to  loan  and  a  meeting  of  the  minds,  a 
transfer  of  the  consideration  and  a  promise  to  repay  evi- 
denced by  negotiable  promissory  notes. 

III. 

An  analysis  of  the  court's  opinion  and  that  factors 
considered  therein  demonstrates  that  there  is  no  basis  in 
law  or  in  fact  for  the  decision  of  the  Tax  Court  denying 
the  petitioner  the  deduction  for  interest  accrued  in  the 
taxable  years  involved. 

There  is  no  rule  of  law  which  excludes  from  the  scope 
of  Section  23(b)  of  the  Internal  Revenue  Code  an  in- 
debtedness created  under  the  circumstances  existing  in  the 
case  at  bar,  nor  do  such  circumstances  justify  an  infer- 
ence that  the  notes  executed  and  delivered  by  petitioner 
were  not  genuine. 

IV. 

Should  this  court  be  of  the  opinion  that  the  Tax  Court 
drew  the  ultimate  inference  which  supports  its  decision, 
it  nevertheless  remains  free  to  draw  those  ultimate  in- 
ferences and  conclusions  which  in  its  opinion  the  findings 
of  the  Tax  Court  reasonably  induce. 


ARGUMENT. 
I. 

Introductory. 

The  single  issue  in  this  case  is  whether  petitioner  was 
entitled  to  a  deduction  for  interest  in  the  years  involved. 
The  sole  point  of  disagreement  between  the  parties  is 
whether  the  notes  issued  to  petitioner's  stockholders  con- 
stituted an  indebtedness  within  the  meaning  of  Section 
23(b)  of  the  Internal  Revenue  Code  or  whether  they  con- 
stituted investments  in  and  contributions  to  capital.  No 
question  is  raised  as  to  the  amounts  involved  or  the  proper 
accrual  of  interest  if  an  indebtedness  existed. 

''Indebtedness,"  under  the  Revenue  Act  has  been  de- 
fined as  an  "unconditional  and  legally  enforceable  obliga- 
tion for  the  payment  of  money."  (Autenreith  v.  Com- 
missioner, 115  F.  (2d)  856  at  858  (C.  C.  A.  3rd  1940); 
see  also  Commissioner  v.  Park,  113  F.  (2d)  352  (C.  C.  A. 
3rd  1940) ;  Oilman  v.  Commissioner,  53  F.  (2d)  47  (C.  C. 
A.  8th  1931).) 

The  question  then  resolves  itself  to  a  simple  question 
of  fact:  Was  there  an  unconditional  and  legally  enforce- 
able obligation  for  the  payment  of  money  on  the  part  of 
the  taxpayer  in  favor  of  the  incorporators?  If  there  was, 
the  moneys  accrued  and  paid  for  the  use  of  the  principal 
moneys  are  clearly  deductible.  (Deputy  v.  du  Pont,  308 
U.  S.  488,  84  L.  Ed.  416  (1940);  Old  Colony  Railroad 
Co.  V.  Commissioner,  284  U.  S.  552,  76  L.  Ed.  484 
(1932).)  Or  stated  another  way,  were  the  promissory 
notes  issued  to  the  incorporators  genuine,  evidencing  legal 
obligations  of  the  petitioner?  {Toledo  Blade  Co.,  11  T. 
C.   128  (1948).) 

Whether  or  not  there  was  an  unconditional  and  legally 
enforceable  obligation  for  the  payment  of  money  by  peti- 
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tioner  to  the  individuals  depends  solely  upon  the  intent  of 
the  parties  involved.  (Van  Clief  v.  Helvering,  135  F.  2d 
254  (App.  D.  C.  1943);  Edward  Katzinger  Co.,  44  B. 
T.  A.  533  (1941);  see  also  Daniel  Gimhel,  36  B.  T.  A. 
539  (1937);  Bermith-Lemhcke  Co.,  17  B.  T.  A.  599 
(1929);  William  D.  P.  Jarvis,  43  B.  T.  A.  439  (1941), 
affirmed  123  F.  (2d)  742  (C.  C.  A.  4th  1942).) 

In  the  Van  Clief  case,  siipra^  the  taxpayer  was  the  sole 
stockholder  of  a  corporation  and  the  issue  was  whether 
or  not  he  was  entitled  to  a  loss  by  reason  of  the  fact  that 
the  stock  had  become  worthless  in  the  taxable  year  1937. 
This  in  turn  depended  upon  whether  or  not  advances  by 
the  stockholder  of  approximately  $97,000.00  constituted 
loans  to  the  corporation  or  capital  contributions.  If  these 
advances  were  held  to  be  loans,  the  corporate  liabilities  at 
the  close  of  the  taxable  year  in  question  exceeded  the  fair 
market  value  of  the  corporate  assets,  indicating,  as  the 
court  pointed  out,  that  the  stock  was  worthless.  The 
Board  oi  Tax  Appeals  held  that  the  advances  constituted 
capital  contributions  and  in  reversing  the  judgment  of  the 
board,  the  Circuit  Court  of  Appeals  resolved  the  question 
to  one  of  intent,  in  adopting,  at  page  256,  the  following 
language  of  the  Katzinger  case,  supra: 

"Advances  are  an  additional  contribution  of  capital 
if  they  are  intended  to  enlarge  the  stock  investment 
but  not  if  they  are  intended  as  a  loan  .  .  .  Here 
the  parties  intended  the  advances  as  loans." 

It  follows  then  that  once  the  intent  of  the  parties  here 
involved  is  determined  no  difficulty  remains  as  to  the 
proper  conclusion.  If  the  parties  genuinely  intended  to 
make  loans,  the  interest  in  question  is  deductible:  if  rather 
they  intended  to  make  capital  contril)utions  no  deduction 
for  interest  is  permissible. 


—lo- 
ll. 

Findings  of  Fact. 

A.  The  formal  Findings  of  Fact  Made  by  the  Trial  Court  Are 
Correct  With  Two  Exceptions.  The  Two  Excepted  Find- 
ings Are   Unsupported  by  the   Evidence. 

The  trial  court  made  findings  of  fact,  and,  with  two 
important  exceptions,  petitioner  is  prepared  to  accept  the 
correctness  but  not  the  materiaHty  of  the  formal  findings 
of  fact  labeled  as  such  by  the  court,  but  not  necessarily 
of  facts  recited  in  the  opinion  or  of  the  conclusion  reached 
by  the  court.  As  to  these  two  exceptions,  there  is  no 
evidence  to  support  the  facts  as  formally  found  but  on 
the  contrary,  in  each  case,  ample  uncontradicted  evidence 
to  require  a  contrary  finding. 

The  first  such  exception  relates  to  the  alleged  payment 
of  $5,000.00  by  Carpenter  on  November  19,  1941.  [F.  of 
R,  R.  p.  30.] 

The  second  such  exception  relates  to  the  finding  [F.  of 
F.,  R.  pp.  32-33]  that  Simon  expected  the  notes  to  be 
paid  out  of  current  earnings.     (Italics  ours.) 

As  to  the  first  exception,  the  stipulation  of  facts  [R. 
p.  258],  made  a  part  of  the  Tax  Court's  findings  by  ref- 
erence, shows  such  payment  was  in  fact  made  on  No- 
vember 13,  1941. 

As  to  the  second  such  exception,  the  only  evidence  re- 
lating to  Simon's  expectancy  or  thoughts  concerning  re- 
payment appears  at  pages  65-66,  72  and  84-86  of  the 
Record.  In  the  first  instance,  in  referring  to  the  note, 
Simon  testified  that  it  was  to  be  paid  back  as  a  loan.  [Tr., 
R.  p.  65.]  No  suggestion  is  there  made  of  earnings  or 
lack  of  earnings.  In  the  second  relevant  portion  of  his 
testimony,  he   stated   unequivocally  that   he  expected   the 
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note  would  be  repaid  and  that  he  thought  repayment 
would  be  made  within  two  years.  Here  again,  there  is 
no  suggestion  of  earnings  or  lack  of  earnings.  The  third 
discussion  took  place  on  cross-examination.  [Tr.,  R.  pp. 
84-86.]  In  response  to  a  question  as  to  why  he  took 
promissory  notes  for  part  of  his  advances  to  petitioner, 
Simon  pointed  out,  among  other  reasons,  that,  "I  could 
get  my  money  back  faster  even  if  the  place  wasn't  a  suc- 
cess. I  didn't  have  to  wait  for  dividends  to  be  earned  to 
get  my  money  back  that  way  [that  is  by  way  of  a  loan] 
I  could  get  it  back  out  of  depreciation."  Then  followed 
a  colloquy  in  which  the  witness  Simon  attempted  to  ex- 
plain to  respondent's  counsel  how  he  could  get  his  loan 
repaid  out  of  "depreciation"  even  if  petitioner  had  no 
profits.      [Tr.,  R.  pp.  83-86.] 

''Q.  Now,  Mr.  Simon,  the  stipulation  shows  that 
between  June  9,  1941,  and  November  13,  1941,  that 
you  and  Mr.  Lyman  had  advanced  certain  money  to 
the  corporation.  Now,  will  you  please  explain  to  the 
Court  why  it  is  that  in  return  for  the  money  advanced 
by  you  you  took  capital  stock  for  only  half  the 
amount  and  instruments  in  the  form  of  promissory 
notes  for  the  other  half? 

A.  At  the  start  of  this  particular  proposition, 
when  we  had  an  informal  meeting,  it  was  agreed  at 
that  time  that  we  would  invest  50  per  cent  and  take 
50  per  cent  in  notes  as  loans.  As  I  testified  earlier, 
I  didn't  want  to  freeze  too  much  money  in  that  par- 
ticular unit.  I  had  other  commitments  and  I  didn't 
want  to  come  in  there  just  as  a  stockholder,  I  wanted 
to  come  in  there  partially  as  a  stockholder  and  par- 
tially as  a  creditor.  One,  I  could  get  my  money  back 
faster  even  if  the  place  wasn't  a  success.  I  didn't 
have  to  wait  for  dividends  to  be  earned  to  get  my 
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money  back  that  way.  I  could  get  it  back  out  of 
the  depreciation. 

No.  2,  if  the  place  would  fail,  I  became  a  common 
creditor. 

Q.  What  do  you  mean  by  getting  your  money  out 
of  depreciation? 

A.  As  a  loan,  when  it  was  set  up  as  a  loan,  the 
place  didn't  have  to  make  a  loan — money  to  meet  the 
loan  every  month  and  they  depreciate  the  place  over 
a  10-year  period.  If  the  place  didn't  make  money 
there  was  enough  money  from  depreciation  to  pay 
back  those  loans. 

O.  Do  you  mean  the  company  set  up  a  cash  re- 
serve each  month  for  depreciation? 

A.  Every  corporation  depreciates  their  invest- 
ment. 

Q.  Did  this  corporation  actually  set  aside  and 
earmark  cash  money  for  depreciation? 

A.  According  to  the  law,  as  I  understand  it,  the 
tax  law,  you  can  depreciate  90  per  cent  of  your  in- 
vestment to  be  depreciated  over  a  period  of  10  years. 
If  you  have  a  10-year  lease  you  can  depreciate  it 
over  a  period  of  10  years.  You  can  depreciate  that 
monthly. 

Q.  How  was  that  going  to  return  your  cash 
money  to  you,  is  what  I  don't  understand,  Mr.  Simon. 

A.  Well,  as  the  investment  is  depreciated  that 
money   accumulates. 

Q.  How  did  you  expect  to  be  repaid  for  these 
loans,  except  out  of  the  current  earnings  of  the  busi- 
ness? 

A.  You  don't  have  to  have  current  earnings  to 
be  paid  back  on  a  loan. 

Q.  How  would  the  corporation  pay  you  back  on 
the  loan  if  it  did  not  make  any  money? 
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A.  You  have  a  depreciation  account  they  could 
use.     You  are  depreciating  your  investment. 

Q.  What  was  the  cost  of  the  building?  I  believe 
the  stipulation  shows  that.  $40,489.68.  Suppose  the 
corporation  didn't  make  sufficient  money  to  set  up  a 
depreciation  reserve,  how  then  did  you  expect  to  get 
the  return  of  cash  money  from  your  loan? 

A.     You  mean  if  they  lost  money? 

O.     Yes. 

A.  If  they  lost  beyond  their  depreciation  ac- 
count, well,  I  would  just  have  to  come  in  as  a  creditor. 

Q.  In  other  words,  this  corporation,  you  had  to 
realize  this  corporation  had  to  make  money  before 
you  could  expect  the  payment  back  of  your  loan? 

A.  No,  I  didn't  reaKze  that.  I  don't  know  that. 
I  don't  think  that  is  a  bit  necessary. 

Q.  Well,  suppose  the  corporation  hadn't  made  any 
money. 

A.     And  if  they  didn't  lose  any  money? 

Q.  Suppose  they  didn't  make  any  money  and  ac- 
tually lost  money. 

A.  Well,  that  would  be  too  bad.  I  would  lose 
my  money. 

Q.  In  other  words,  you  knew  that  your  loan  was 
just  as  good  as  the  company's  ability  to  make  money, 
is  that  right? 

A.     That  is  right." 

It  will  be  observed  that  throughout  this  testimony  Simon 
repeats  over  and  over  again  his  disbelief  of  the  fact  that 
it  was  necessary  that  the  corporation  earn  a  profit  before 
it  could  repay  his  loan.  Finally  came  the,  "that  is  right" 
answer.  It  is  startling  enough  that  neither  resix)ndent's 
counsel,  nor  apparently  the  trial  court,  could  recognize  the 
correctness  of  the  witness'  contention  that  a  corporation 
need  not  make  a  profit  to  repay  its  debts.     Petitioner  sub- 
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mits  that  it  is  actually  fantastic  that,  upon  the  basis  of 
the  above  quoted  testimony,  anyone  could  conclude  as  a 
matter  of  fact  that  Simon  believed,  whether  rightly  or 
wrongly,  that  it  was  necessary  for  petitioner  to  earn  a 
net  profit  before  his  loan  could  be  repaid. 

This  question  of  finding  of  fact  relates  solely  to  Simon's 
intent,  and  since  the  only  other  evidence  relating  to  his 
intent  was  simply  repetitive,  it  is  submitted  that  the  court 
erred  in  finding  that  Simon's  intent  was  to  look  only 
to  the  current  earnings  of  petitioner.  The  court  had  no 
alternative  but  to  find  that  Simon's  intent  was  to  be  re- 
paid, even  if  petitioner  had  no  earnings.  In  Foran  v. 
Commissioner,  165  F.  (2d)  705  (C.  C.  A.  5th  1948),  the 
issue  was  the  intent  of  the  taxpayer  in  respect  to  certain 
property,  that  is,  whether  he  intended  to  hold  the  property 
for  reinvestment  or  for  sale.  The  taxpayer's  testimony  as 
to  his  intent  was  the  only  evidence  before  the  court  and 
the  Tax  Court  held  that  the  properties  in  controversy 
were  held  for  sale  by  the  taxpayer.  In  reversing  the  de- 
cision of  the  Tax  Court,  the  Circuit  Court,  distinguish- 
ing Greene  v.  Commissioner,  141  F.  (2d)  645  (C.  C.  A. 
5th  1944),  pointed  out  at  page  707  that: 

"Here  there  is  direct  and  positive  evidence  from 
the  witness  who  best  knows,  that  this  property  was 
for  eighteen  months  being  held  as  an  investment  and 
not  held  for  sale  to  customers.  His  testimony  is  con- 
sistent with  every  proven  fact.  He  gives  a  credible 
reason  why  it  was  not  for  sale  and  why  finally  in 
1941  he  didn't  sell  it.  We  think  the  court's  refusal  to 
follow  the  sworn  testimony  is  contrary  to  law  and 
requires  the  setting  aside  of  its  fact  finding  as  it 
would  that  of  a  jury," 

citing  Pennsylvania  Railroad  Co.  v.  Chamberlain,  288  U. 
S.  333,  77  L.  Ed.  819  (1933)  at  page  340.    Here  the  tes- 
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timony  of  Simon  is  not  only  consistent  with  every  proven 
fact  but  is  further  consistent  with  the  rule  of  law,  of 
which  he  was  patently  aware,  that  a  creditor  may  look  to 
a  debtor's  assets  for  repayment,  without  regard  to  cur- 
rent earnings  of  the  debtor. 

B.  The  Tax  Court's  Conclusion  of  Law  Is  Inconsistent  With 
Its  Findings  of  Fact  Because  the  Findings  Competently 
Made  Compel  the  Conclusion  That  the  Interest  Herein 
Involved  Is  Deductible  in  Computing  the  Petitioner's  Net 
Income  Subject  to  Tax. 

The  facts  as  found,  w4th  the  two  exceptions  specified, 
not  only  compel  the  conclusion  that  an  indebtedness  ex- 
isted, evidenced  by  genuine  promissory  notes,  but  actually 
expresses  that  conclusion.  In  its  findings  of  fact,  the 
Trial  Court  enumerated  many  facts  incidental  to  the 
background  of  petitioner  and  to  its  financing  but  made 
but  four  findings  of  fact  which  themselves  expressed  the 
actual  existence  or  non-existence  of  an  indebtedness. 
These  four  findings  are  as  follows: 

1.  ''The  original  intention  was  to  make  advances 
totaling  $30,000.00  for  stock  and  loans  on  an  equal 
basis."    [R  of  F.,  R.  p.  28.]    (Italics  ours.) 

2.  "The  incorporators  of  petitioner  made  the 
following  payments,  totaling  $55,000.00  to  petitioner 
in  1941  under  the  plan  preinoiisly  adopted  by  them. 


McDonnell 

Simon 

Lyman 

Carpenter 

May 

$  3,333.33 

$ 

$ 

$ 

June 

1,666.67 

1,666.66 

3,333.34 

August 

2,500.00 

2,500.00 

September 

5,000.00 

October  30 

2,500.00 

2,500.00 

5.000.00 

*  November  13 

2,500.00 

2,500.00 

5,000.00 

November  19 

10,000.00 

J) 

*Corrected   pursuant  to  stipulation. 
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''At  the  time  the  advances  prior  to  November  were 
made,  the  individuals  intended  that  stock  would  be 
issued  for  one-half  thereof  and  7iotes  for  the  re- 
mainder/'   [F.  of  F.,  R.  p.  30.]    (Italics  ours.) 

3.  ''At  a  meeting  of  the  Board  of  Directors  of 
petitioner,  the  membership  of  which  included  the  four 
incorporators,  on  November  13,  1941,  a  resolution 
was  adopted,  in  accordance  with  an  agreement  reached 
at  an  informal  meeting  the  previous  day,  to  issue  to 
the  incorporators  for  advances  made  by  them  promis- 
sory notes,  totaling  $25,000,  maturing  in  two  years 
with  interest  at  the  rate  of  six  per  cent  6%  per  an- 
num, payable  quarterly,  and  stock  totaling  $30,000, 
as  follows: 

Carpenter     McDonnell         Simon  Lyman 

Stock  $10,000.00    $10,000.00      $5,000.00      $5,000.00 

Notes  8,333.34        8,333.33        4,166.67        4,166.66" 

[F.  of  F.,  R.  p.  32.] 

4.  "The  stock  and  notes  authorized  by  the  resolu- 
tion were  issued  under  date  of  November  13,  1941, 
and  were  delivered  by  December  5,  1941.  In  case  of 
default  in  the  payment  of  interest,  the  notes  were 
to  be  immediately  due  and  payable  at  the  option  of 
the  holder.''    [F.  of  F.,  R.  p.  32.] 

Although  other  findings  of  fact  related  to  the  reasons 
the  creditors  made  their  loan,  the  circumstances  under 
which  they  made  it,  the  payment  thereof  and  other  facts 
incidental  to  the  loans,  the  foregoing,  without  more,  rep- 
resents the  complete  lending  transaction.  This  was  com- 
prised of: 

First — the  original  executory  contract  to  loan  one-half 
of  $30,000.00; 

Second — pursuant  to  that  contract,  the  actual  loan  of 
$15,000.00  plus  an  additional  loan  of  $12,500.00; 
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Third — the  agreement  to  take  payment  of  $2,500.00  of 
the  loans  in  stock;  and 

Fourth — the  authorization,  execution  and  dehvery  of  the 
promissory  notes  evidencing  the  balance  of  the  indebted- 
ness of  $25,000.00  created  by  the  performance  of  the  lend- 
ers pursuant  to  their  contract  to  lend. 

The  weight  of  the  evidence  justifies  and  requires  the 
court's  conclusion  and  description  of  the  ultimate  trans- 
action, as  immediately  above  set  forth.  The  witness, 
Simon,  stated  unequivocally  that  it  was  his  intent  to  lend 
the  corporation  $4,166.67  [Tr.,  R.  pp.  65,  66],  and  enu- 
merated at  some  length  the  reasons  that  he  and  his  brother, 
Lyman,  insisted  upon  lending  a  portion  of  the  advances 
to  the  corporation  as  distinguished  from  purchasing  stock 
in  the  full  amount  of  their  advances.  He  wanted  to  hedge 
upon  his  investment  by  coming  in  as  a  common  creditor 
in  the  event  the  corporation  became  insolvent  [Tr.,  R.  p. 
61  ] ;  because  of  other  money  commitments  which  he  had, 
he  did  not  wish  to  freeze  all  of  his  available  funds  in  one 
unit  [Tr.,  R.  pp.  64,  84]  ;  he  had  in  mind  that  even  if  the 
company  did  not  make  a  profit,  he  might  still  receive  re- 
payment of  his  loan  out  of  depreciation  [Tr.,  R.  p.  64] 
and  because  he  and  his  brother  were  minority  stockhold- 
ers, he  did  not  wish  to  depend  upon  the  other  stockholders 
for  the  declaration  of  a  dividend  [Tr.,  R.  pp.  64,  84]  but 
rather  wished  to  be  in  a  position  where  he  had  the  right 
to  demand  repayment. 

The  witness,  Carpenter,  testified  that  he  considered 
himself  a  lender  to  the  corporation.  [Tr.,  R.  p.  122.] 
He  gave  as  his  reasons  for  making  a  loan  his  desire  to 
come  in  as  a  creditor  for  part  of  the  advances  in  the  event 
the  business  failed  [Tr.,  R.  p.  121]  and  his  desire  to  be 
in  a  position  to  demand  repayment  of  the  loan  because  he 
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was  a  minority  stockholder  and  did  not  wish  to  be  in  a 
position  where  he  had  to  rely  upon  the  others  for  a  divi- 
dend.    [Tr.,  R.  p.  122.] 

Both  of  these  witnesses  testified  concerning  an  informal 
meeting  wherein  they  and  the  other  stockholders  agreed 
to  lend  one-half  of  the  funds  which  might  be  necessary 
to  be  paid  in  to  the  corporation  [Tr.,  R.  pp.  63,  120]  al- 
though the  several  stockholders  had  different  estimates  of 
how  much  would  ultimately  be  necessary  to  advance.  [Tr., 
R.  p.  119.]  The  individuals  advised  their  attorney  of 
their  intent  to  make  loans  to  petitioner  as  well  as  to  pur- 
chase its  stock.  [Dep.,  R.  p.  251.]  They  further  ex- 
pressed that  intent  to  the  Commission  of  Corporations 
of  the  State  of  California  in  petitioner's  application  for 
a  permit  to  issue  its  stock  in  which  it  advised  said  Com- 
missioner of  its  proposal  to  sell  $15,000.00  worth  of  shares 
to  the  incorporators,  to  borrow  additional  monies  from 
said  individuals  and  if  necessary,  to  sell  additional  stock 
to  said  individuals.  [Ex.  4-D,  R.  p.  301.]  Nothing  ap- 
pears in  the  record  of  sufficient  force  to  impeach  this 
sworn  testimony  of  the  parties  as  to  their  intention  in 
making  the  advances.  To  this  the  findings  of  the  court 
set  forth  above  attest. 

The  court  having  thus  found  that  the  petitioner  had 
issued  and  delivered  genuine  promissory  notes  evidencing 
its  indebtedness,  it  follows  that  interest  paid  or  accrued 
upon  that  indebtedness  is  deductible  under  the  provisions 
of  Section  23(b)  of  the  Internal  Revenue  Code. 
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III. 

An  Analysis  of  the  Court's  Opinion  and  the  Factors 
Considered  Therein  Demonstrates  That  There  Is 
No  Basis  in  Law  or  in  Fact  for  the  Decision  of 
the  Tax  Court  Denying  the  Petitioner  a  Deduc- 
tion for  Interest  Accrued  in  the  Taxable  Years 
Involved. 

In  its  opinion,  as  distinguished  from  its  findings  of 
fact,  the  trial  court  gave  several  reasons  justifying  its 
conclusions  that  the  interest  herein  involved  is  not  in- 
terest upon  an  indebtedness  within  the  meaning  of  Sec- 
tion 23(b)  of  the  Internal  Revenue  Code.  The  Tax  Court's 
conclusion  can  only  have  been  reached  by  the  application 
of  a  rule  or  rules  of  law  to  the  facts  as  found  or  by  draw- 
ing inferences  from  such  facts  to  reach  an  ultimate  con- 
clusion of  fact  that  loans  had  not  been  intended. 

The  court  did  not,  of  course,  expressly  make  such  an 
ultimate  conclusion  of  fact.  Had  it  done  so,  there  would 
have  been  two  inconsistent  findings,  for  such  a  conclu- 
sion is  inconsistent  with  the  finding  of  fact,  expressly 
made,  that  the  parties  did  intend  to  make  loans.  For  the 
purpose  of  analyzing  the  opinion  itself,  however,  this  in- 
consistency will  be  disregarded  in  order  to  ascertain 
whether,  in  any  event,  such  a  conclusion  has  support  in 
the  record  or  may  be  justifiably  inferred.  It  is  submitted 
that  there  is  no  rule  or  rules  of  law  which,  applied  to  the 
facts,  compel  or  justify  the  Tax  Court's  decision.  Nor 
does  any  fact  or  group  of  facts  found  by  the  Tax  Court 
justify  drawing  an  inference  that  the  parties  did  not  in- 
tend to  make  loans.   Petitioner  proposes  to  examine  factors 
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looked  to  by  the  trial  court  in  its  opinion  to  determine 
whether  any  rule  of  law  exists  which,  if  applied  to  one 
or  more  of  such  facts,  will  result  in  reaching  the  Tax 
Court's  conclusion,  and  to  determine  whether  in  the  face 
of  overwhelming  evidence  to  the  contrary  any  of  these 
facts  give  rise  to  a  justifiable  inference  that  loans  were 
not  intended  by  the  parties. 

These  factors  are  as  follows: 

1.  The  proportion  regarded  as  a  loan  by  each 
stockholder  was  in  direct  proportion  to  his  stockhold- 
ing.   [Op.,  R.  p.  37.] 

2.  'The  general  plan  was  decided  on  prior  to  any 
business  activity  of  petitioner  and  was  intended  to 
meet  capital  outlays  which  are  usually  paid  out  of 
invested  capital  and/or  secured  indebtedness."  [Op., 
R.  p.  36.] 

3.  The  absence  of  evidence  that  the  incorporators 
were  lenders  of  money.    [Op.,  R.  pp.  36,  37.] 

4.  The  assertion  that  "the  advances  here  have  few 
of  the  usual  characteristics  of  commercial  loans  en- 
tered into  in  arms  length  transactions."  [Op.,  R. 
p.  37.] 

5.  The  asserted  expectation  of  the  parties  with 
respect  to  the  payment  at  maturity.     [Op.,  R.  p.  39.] 

6.  The  treatment  of  the  notes  on  the  books.  [Op., 
R.  pp.  38,  39.] 

They  will  be  examined  in  the  order  petitioner  considers 
logical,  without  regard  to  the  order  of  their  discussion 
in  the  opinion.  , 
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1.  The  Proportion  Regarded  as  a  Loan  by  Each  Stockholder 
Was  in  Direct  Proportion  to  His  Stockholding.  [Op.,  R. 
pp.  37,  39.] 

(a)  As  A  Rule  of  Law. 

Though  an  indebtedness  be  owed  by  a  corporation  to 
its  creditors-stockholders  in  proportion  to  their  stockhold- 
ing, it  is  nevertheless  an  indebtedness  within  the  meaning 
of  Section  23(b)  of  the  Internal  Revenue  Code  and  in- 
terest payable  thereon  is  an  allowable  deduction  from  gross 
income.  {John  Kelly  Co.,  I.  T.  C.  457,  affirmed  326  U.  S. 
521,  87  L.  Ed.  278  (1946);  Commissioner  v.  O.  P.  P. 
Holding  Corporation,  76  F.  (2d)  11  (C.  C.  A.  2d,  1935)  ; 
Toledo  Blade  Co.,  supra,  11  T.  C.  128;  Cleveland  Adolph 
Mayer  Realty  Corp.,  6  T.  C.  730  (1946)  (reversed  in  part 
on  other  grounds  160  F.  (2d)  1012  (C.  C.  A.  6th,  1947)) ; 
Clyde  Bacon,  Inc.,  4  T.  C.  1107  (1945).) 

In  the  case  of  Janeway  v.  Commissioner,  2  T.  C.  197 
(1943),  the  Tax  Court  in  its  opinion  (written  by  the 
author  of  the  opinion  in  the  instant  case)  used  unfortun- 
ate language  at  page  202*  which  seemed  to  suggest  that 
it  was  asserting  a  contrary  rule  of  law.  This  language 
seems  to  state  that  as  a  matter  of  law,  if  the  effect  of  both 
the  lending  and  investing  transactions  are  to  give  to  the 
creditors,  in  their  capacity  of  stockholders,  proprietary 
interest  in  proportion  to  their  loans,  then  the  loans  must 
be  treated  as  stock  investments  regardless  of  intent.  If 
the  Tax  Court,  in  that  case,  intended  to  express  such  a 
rule  of  law,  its  conclusion  was  rejected  by  the  Supreme 
Court  in  John  Kelly  Co.  v.  Commissioner,  326  U.  S.  521, 
90  L.  Ed.  278  ( 1946)  and  by  the  Tax  Court  itself  in  To- 
ledo Blade  Co.,  Cleveland  Adolph  Mayer  Realty  Corp.  and 


'•'See  Appendix. 
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Clyde  Bacon,  Inc.  cases,  supra,  where  the  loans  were  all 
recognized  as  loans  in  spite  of  the  proportionate  pro- 
prietary interests. 

(b)  As  A  Question  of  Fact. 

The  proportionate  stock  holdings  and  the  lack  of  need 
to  acquire  additional  proprietary  interests  do  not  justify 
an  inference  that  the  notes  in  question  were  not  genuine. 
In  the  Toledo  Blade  case,  supra,  where  one  stockholder 
owned  all  of  the  stock  of  the  taxpayer,  the  full  Tax 
GDurt,  without  dissent,  summarily  disposed  of  the  Com- 
missioner's contention  that  the  transaction  was  a  sham,  a 
contention  that  could  have  rested  only  upon  an  inference 
drawn  from  the  circumstance  that  there  was  but  a  single 
stockholder. 

The  facts  involved  in  the  present  case  are  considerably 
stronger  for  the  taxpayer.  There,  at  the  time  of  the  is- 
suance of  the  debentures,  the  capital  represented  by  the 
debentures  was  already  invested  in  the  business,  and  for 
the  most  part  invested  in  fixed  assets  which  could  not  be 
readily  extricated  from  the  risks  of  the  business.  No 
apparent  business  purpose  was  shown  for  the  conversion 
of  stock  into  debentures  but  the  court  pointedly  refused 
to  draw  any  inferences  from  that  factor.  In  the  instant 
case,  several  credible  business  reasons  were  present  in  the 
minds  of  persons  before  they  advanced  their  funds  and 
at  a  time  when  they  were  entirely  free  to  enter  into  such 
contract  as  they  chose,  or  for  that  matter  to  refuse  to  en- 
ter into  any  contract  unless  entirely  satisfactory  to  them. 
Yet  the  Toledo  decision  rendered  several  months  after  its 
decision  in  the  instant  case  was  reviewed  by  and  reflected 
the  opinion  of  the  entire  tax  court,  without  a  dissent  on 
this  issue. 
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Nor  did  the  tax  court  attempt  to  draw  any  such  in- 
ference in  the  Cleveland  Adolph  Mayer  case,  supra.  There 
again,  the  facts  were  much  more  open  to  such  an  infer- 
ence than  in  the  instant  case.  There  as  here  the  stock 
was  originally  owned  (and  there  as  well  in  the  tax  year 
in  question)  in  proportion  to  the  ownership  of  debentures. 
Reconversion  took  place  so  that  there  too  the  recipients 
of  the  debentures  already  had  their  money  held  by  the 
corporation  as  capital  stock.  Moreover,  as  a  result  of  the 
conversion  the  total  capital  stock  issued  was  $600.00  as 
compared  to  debenture  bonds  in  the  sum  of  $210,000.00. 
Substantially,  all  of  this  $210,600.00  was  represented  by 
real  estate  and  as  in  the  Toledo  Blade  case  was  repre- 
sented by  assets  less  liquid  than  in  the  instant  case.  In 
addition,  there  was  some  problem  as  to  whether  or  not 
the  maturity  date  of  the  debentures  could  not  be  postponed 
by  action  of  persons  other  than  the  holders  thereof. 
Nevertheless,  the  court  refused  to  draw  the  inference 
which  the  trial  court  here  has  apparently  drawn. 

Again  in  the  Clyde  Bacon,  Inc.  case,  supra,  the  facts 
there  are  patently  more  susceptible  of  an  inference  such 
as  drawn  by  the  court  in  the  instant  case.  There  the  tax- 
payer corporation  was  the  successor  of  a  corporation 
solely  owned  by  the  stockholders  of  the  taxpayer  corpo- 
ration. In  exchange  for  all  of  the  stock  of  the  predeces- 
sor corporation  as  well  as  other  assets  of  the  stockholders, 
all  of  which  was  alleged  to  have  an  actual  value  of  $300,- 
000.00,  taxpayer  corporation  issued  to  the  stockholders 
$30,000.00  worth  of  its  capital  stock  and  $270,000.00  of 
its  debenture  certificates  all  in  proportion  to  the  stock 
ownership  of  both  the  predecessor  and  the  taxpayer  cor- 
porations. The  debentures  provided  that  if  the  ''cash  posi- 
tion'' of  the  taxpayer  corporation  did  not  warrant  pay- 
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ment  of  interest,  it  might  postpone  such  payment  for  four 
years,  without  the  consent  of  the  debenture  holders.     The 
rights  of  the  debenture  holders  were  subordinated  to  those 
of  all  creditors.     Notwithstanding  these  factors,  the  court 
not  only  refused   to   draw   an    inference   that   the   stock- 
holders there  did  not  intend  to  make  a  loan  but  on  the 
contrary  reconfirmed  the  right  of  the  parties  to  enter  into 
the  contract,  in  the  following  language  (at  page  1116): 
"At  the   formation   of   the   corporation   there   was 
no  obligation  on  the  petitioner  to  issue  any  definite 
amount  of  stock  in  exchange  for  the  assets  received. 
It  had  the  privilege  of  determining  the  character  and 
amounts  of  its  securities  so  exchanged  if  they  were 
satisfactory  to  the  recipient.     The  petitioner  had  the 
right  to  replace  the  stock  interest  with  an  evidence  of 
indebtedness,  if  it  so  desired." 

That  it  does  not  follow  that  proportionate  loans  by 
stockholders  is  inconsistent  with  an  intent  to  loan  rather 
than  to  invest  is  apparent  from  John  Kelly  Co.  v.  Com- 
missioner, supra,  326  U.  S.  521,  90  L.  Ed.  278  (1946). 
There  Mr.  Justice  Reed,  in  pointing  out  the  difference  be- 
tween ''the  wholly  useless  temporary  compliance  with  the 
statutory  literalness"  involved  in  Gregory  v.  Helvering, 
293  U.  S.  465,  79  L.  Ed.  596  (1935)  and  the  two  cases 
before  it,  refers  to  the  "demonstrated  possibility  of  sale 
by  the  holders  of  the  obligations  to  persons  other  than 
stockholders  .  .  ."as  proof  of  the  fact  that  even 
though  the  stock  and  the  note  were  held  in  equal  propor- 
tions by  the  shareholders,  there  is  a  substantial  difference 
in  their  rights  as  shareholders  and  as  creditors.  It  is  in- 
teresting to  note  too  that  during  the  taxable  years  here 
involved,  the  stock  of  petitioner  was  not  held  in  the  exact 
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proportion  of  the  loans  of  the  individuals.  As  a  matter 
of  fact,  in  November  or  December  of  1941,  100  shares 
of  stock  v^ere  transferred  by  Simon  and  Lyman  to  one 
Joe  Lardemer  [R.  pp.  70-71,  242]  who  was  never  a 
creditor  of  the  corporation.  Thus  the  "demonstrated  pos- 
sibility" to  which  Mr.  Justice  Reed  referred  became  an 
actuality  in  the  instant  case.  When  payments,  whether 
by  way  of  principal  or  interest,  were  made  upon  the  notes, 
Mr.  Lardemer  did  not  participate.  Thus  not  only  can  no 
inference  be  drawn,  as  was  apparently  done  by  trial  court, 
but  the  facts  from  which  the  trial  court  attempted  to  draw 
such  an  inference  were  not  correct. 

2.  "The  General  Plan  Was  Decided  on  Prior  to  Any  Busi- 
ness Activity  of  Petitioner  and  Was  Intended  to  Meet 
Capital  Outlays  Which  Are  Usually  Paid  Out  of  In- 
vested Capital  and/or  Secured  Indebtedness."  [Op.,  R. 
p.  36.] 

(a)   As  A  Rule  of  Law. 

Taxpayer  knows  of  no  rule  of  law  which  precludes  a 
genuine  indebtedness  from  being  incurred  for  the  purpose 
of  obtaining  a  portion  of  the  original  sums  necessary  to 
commence  business.     See: 

Bailey  v.  Clark,  88  U.  S.   (21  Wall.)  286,  22  L. 
Ed.  651  (1876). 

(b)  As  A  Question  of  Fact. 

The  factor  here  involved  supports  rather  than  dis- 
credits the  bona  fides  of  the  plan.  The  interested  parties 
could  not  conceivably  foretell  every  development  that 
might  arise  or  predict  to  the  last  penny  the  amount  of 
money  which  would  be  needed  before  the  business  could 
begin  its  operations.     Accordingly,  instead  of  contracting 
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to  lend  a  specified  amount  and  to  purchase  stock  in  a 
particular  amount,  they  contracted  by  formula  or  percent- 
ages, a  method  frequently  used  in  the  conduct  of  business 
affairs.  The  court  assumes  that  generally  all  monies  used 
for  what  it  calls  capital  "outlays''  are  usually  paid  out  of 
invested  capital  or  secured  indebtedness  or  both.  (C/. 
John  Kelly  Co.  v.  Commissioner,  supra,  326  U.  S.  521, 
90  L.  Ed.  279  (1946);  Cleveland  Adolph  Mayer  Co., 
supra,  6  T.  C.  730  (1946)  and  Toledo  Blade  Co.,  supra, 
11  T.  C.  128  (1948).)  Petitioner  submits  that  such  an 
assumption  is  unwarranted.  If  it  too  is  permitted  to  in- 
dulge in  the  use  of  ''common  knowledge"  or  what  ''usu- 
ally" happens,  petitioner  suggests  that  the  bulk  of  small 
business  commenced  in  this  country  are  commenced  in 
part  with  ordinary  unsecured  bank  loans. 

Even  granting  arguendo  the  court's  assumption  is  war- 
ranted, that  fact  nevertheless  does  not  give  rise  to  an  in- 
ference that  the  parties  did  not  intend  to  make  genuine 
loans.  True  an  inference  that  loans  are  intended  might 
reasonably  be  drawn  where  parties  insist  upon  and  obtain 
security  for  loans  made  to  a  corporation  to  meet  "capital 
outlay."  The  converse  is  not  necessarily  true  and  it  would 
certainly  be  a  non  sequitur  to  say,  as  the  court  has  in  ef- 
fect here  said,  that  because  such  security  is  not  obtained 
we  may  infer  an  intention  to  contribute  to  capital  from 
the  bare  circumstances  that  the  funds  obtained  are  to  be 
used  to  meet  "capital  outlay." 
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3.     The  Absence  of   Evidence  That   the   Incorporators   Were 
Lenders  of  Money.     [Op.,  R.  pp.  36-37.] 

(a)  As  A  Rule  of  Law. 
It  is  not  necessary  that  persons  who  loan  money  in 
specific  instances  be  generally  engaged  in  the  business  of 
lending  money  before  the  loans  which  they  do  make  may 
be  treated  as  indebtedness  within  the  provisions  of  Sec- 
tion 23(b)  of  the  Internal  Revenue  Code.  In  the  Toledo 
Blade  Co.  case,  supra,  the  lender  was  a  corporation  own- 
ing stock  of  newspaper  corporations  and  there  was  no  evi- 
dence in  that  case  that  that  stockholder  was  a  lender  of 
money ;  nor  did  such  evidence  appear  concerning  the  stock- 
holders in  the  cases  of  John  Kelly  Co.,  supra;  Cleveland 
Adolph  Mayer  Realty  Corp.,  supra,  or  Commissioner  v. 
O.  P.  P.  Holding  Corporation,  supra. 

(b)  As  A  Question  of  Fact. 
Presumably,  the  court  refers  to  this  factor  upon  the 
theory  that  had  the  incorporators  been  in  the  business  of 
lending  money,  it  would  have  been  prepared  to  infer  that 
any  loan  which  they  made  was  genuine.  However,  the 
court  apparently  is  prepared  to  make  a  converse  infer- 
ence; that  is,  that  since  they  were  not  in  such  a  business 
it  infers  that  any  loan  which  they  may  have  made  is  not 
genuine.  Such  a  process  of  reasoning  might  be  valid  if 
it  were  a  rarity  for  persons  not  in  the  business  of  lending 
money  to  make  loans.  But  we  need  go  no  further  than 
the  Tax  Court's  own  decisions  relating  to  non-business 
bad  debts  to  realize  that  non-business  debts  are  created, 


—28— 

bona  fide,  every  day  and  in  numberless  instances.  As  the 
court  itself  points  out,  these  very  stockholders  loaned  an 
additional  $10,000.00  in  February  of  1942,  and  no  sug- 
gestion was  made  that  this  was  a  capital  contribution  and 
not  a  loan.  Neither  the  court  nor  respondent  suggests 
that  for  excess  profits  tax  purposes  that  amount  should 
be  treated  as  invested  capital  rather  than  borrowed  capi- 
tal. Yet  there  was  no  evidence  between  May,  1941,  and 
February,  1942,  that  the  stockholders  had  entered  the 
business  of  being  lenders  of  money. 

4.  The  Assertion  That  "the  Advances  Here  Have  Few  of 
the  Usual  Characteristics  of  Commercial  Loans  Entered 
into  in  Arms  Length  Transactions."     [Op.,  R.  p.  37.] 

(a)  As  A  Rule  op^  Law. 
The  indebtedness  referred  to  in  Section  23(b)  of  the 
Internal  Revenue  Code  does  not  distinguish  between  one 
with  usual,  as  opposed  to  one  with  unusual  characteristics. 
True  it  is,  that  regardless  of  the  name  given  an  instru- 
ment evidencing  an  obligation,  if  it  has  legal  attributes 
of  such  a  nature  placing  it  without  the  legal  definition 
of  "indebtedness,"  such  an  obligation  would  not  qualify 
as  an  indebtedness  for  the  purposes  of  Section  23(b)  or 
for  any  other  purpose.  (C/.  1432  Broadway  Corporation, 
4  T.  C.  1158  (1945).)  But  if  there  be  an  indebtedness 
within  the  meaning  of  that  term  as  defined  above,  then 
interest  paid  or  accrued  thereon  is  deductible  under  the 
plain  language  of  the  statute.  {Cf.  Old  Colony  Railroad 
Company  v.  Commissioner,  284  U.  S.  552,  76  L.  Ed.  484 
(1932).) 
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(b)  As  A  Question  of  Fact. 

It  follows  then  that  this  alleged  factor  of  unusualness 
can  be  material  only  for  the  purpose  of  imputing  a  lack 
of  genuineness  to  the  notes,  which  themselves  were  or- 
dinary promissory  notes  in  usual  form.  In  justifying  its 
statement  concerning  the  unusual  characteristics,  the 
court  looked  to  four  attributes  which  it  considered  un- 
usual.    The  first  was  that, 

''All  of  the  amounts  were  paid  in  to  provide  peti- 
tioner with  funds  to  start  business,  hence  all  of  it 
was  working  capital."     [Op.,  R.  p.  37.] 

The  second  so-called  unusual  attribute  was  asserted  to  be 
the  fact  that, 

''The  amount  of  $55,000.00  was  required  to  place 
the  restaurant  in  condition  to  commence  business,  yet 
there  was  no  agreement  to  advance  the  final  $30,- 
000.00  paid  in  until  November  12,  1941,  a  week  after 
the  restaurant  opened  for  business."  [Op.,  R.  p.  37.] 

The   third   unusual   attribute   asserted   by   the   court   was 
the  fact  that, 

".  .  .  until  then  [November  12,  1941]  no  final 
agreement  was  reached  on  the  proportions  of  the  ad- 
vances to  be  regarded  as  loans  and  for  the  purchase 
of  stock,  or  the  terms  of  the  loans."     [Op.,  R.  p.  37.] 

The  fourth  unusual  attribute  mentioned  by  the  court  was 

the  fact  that, 

".  .  .  no  interest  .  .  .  was  incurred  by  peti- 
tioner prior  to  November  13,  1941.  In  the  meantime 
there  was  no  agreement  on  when  interest  would  start, 
the  rate  of  interest  or  an  agreement  with  petitioner 
on  when  the  loans  would  mature.  .  .  /'  [Op., 
R.  p.  38.] 
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The  court  in  its  opinion,  does  not  assert  what  are  all 
of  the  usual  characteristics  of  commercial  loans  entered 
into  in  arm's  length  transactions.  Petitioner  submits, 
nowever,  that  as  a  matter  of  common  knowledge,  almost 
all,  if  not  all  of  the  usual  characteristics  of  customary 
unsecured  arm's  length  commercial  loans  are  the  foUow^- 
ing:  the  passing  of  money  or  credit  from  the  lender  to 
the  borrower;  the  exaction  by  the  lender  from  the  bor- 
rower of  a  promise  to  repay;  the  fixing  of  a  date  certain 
for  the  repayment;  the  exaction  of  a  promise  from  the 
borrower  to  pay  interest  to  the  lender;  and  the  reduction 
of  the  borrower's  promises  to  writing,  frequently  in  the 
form  of  a  promissory  note  or  other  negotiable  instrument. 
All  of  the  foregoing  characteristics  are  present  in  this 
case. 

It  is  apparent  then  that  the  court  was  not  really  con- 
cerned with  the  absence  in  this  transaction  of  those  essen- 
tial characteristics  which  usually  comprise  all  of  the  char- 
acteristics of  a  commercial  loan,  but  was  concerned  rather 
with  the  additional  presence  of  the  four  attributes  quoted 
above.  Accordingly,  the  problem  in  connection  with  the 
so-called  unusual  situation  resolves  itself  to  whether  these 
four  attributes,  or  any  of  them,  justify  an  inference  that 
the  notes  were  a  sham,  and  that  the  stockholders  did  not 
intend  to  lend  money  to  petitioner. 

As  to  the  first  attribute,  that 

''All  of  the  amounts  were  paid  in  to  provide  peti- 
tioner with  funds  to  start  business,  hence  all  of  it 
was  working  capital."      [Op.,  R.  p.   37.] 

it  should  be  observed  that  the  court  is  really  making  two 
inferences.  The  unquestioned  fact  in  the  record  is  that 
the  money  was  used  to  assist  petitioner  to  start  business. 


I 
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The  court  first  infers  that  this  in  itself  is  a  departure 
from  the  normal.  It  then  infers,  because  of  the  existence 
of  such  inferred  departure,  that  the  notes  were  not  genu- 
ine and  that  the  stockholders  are  not  telling  the  truth 
when  they  expressed  their  intention  to  make  a  loan  to 
petitioner. 

Petitioner  submits  that  neither  inference  is  justified. 
There  is  of  course  no  evidence  in  the  record  which  even 
suggests  that  ordinary  commercial  loans  are  not  fre- 
quently made  to  assist  a  debtor  to  start  business.  There- 
fore, in  considering  this  attribute  to  be  unusual  the  trial 
court  is  drawing  upon  what  it  believes  to  be  a  matter  of 
common  knowledge.  Common  knowledge  of  course  is 
equally  available  to  petitioner  and  to  the  Appellate  Court. 
Petitioner  submits  that  the  trial  court  is  in  error  in  this 
regard  and  suggests  that  many  commercial  loans  are 
made  to  borrowers  to  enable  them  to  start  business.  In  a 
free  enterprise  system,  it  is  a  strange  philosophy  indeed 
to  suggest  that  only  he  who  has  sufficient  money  of  his 
own  to  do  so  may  embark  upon  a  new  business  enterprise. 

However,  even  if  the  making  of  such  a  loan  to  assist 
a  lender  to  start  business  is  itself  unusual  in  ordinary 
commercial  transactions,  such  unusualness  does  not 
justify  the  further  inference,  in  the  light  of  the  circum- 
stances existing  here,  that  the  testifying  stockholders  were 
lying  or  that  the  notes  were  not  genuine.  The  court's  es- 
sential error  in  this  regard  lies  in  the  fact  that  he  is  test- 
ing the  veracity  of  the  incorporators  expressed  intent  by 
standards  which  have  no  bearing  upon  the  situation  pres- 
ent here.  Conscious  though  it  be,  for  another  ])urpose, 
of  the  individual  creditors'  status  as  stockholders,  the 
court  is  apparently  completely  unmindful  of  that  status 
for  the  purpose  of  determining  whether  or  not  they  are 
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telling  the  truth  when  they  say  they  intended  to  make 
loans.  Instead,  the  court  seems  to  ask  itself:  Would  a 
bank  lend  something  less  than  approximately  one-half  of 
the  funds  needed  by  this  petitioner  to  commence  business? 
It  then  answers  that  question  in  the  negative  and  infers 
therefore  that  no  lender  of  money  would  do  so,  regard- 
less of  the  interest  which  another  lender  of  money  might 
have  in  the  ultimate  business  success  of  the  enterprise.  If 
under  such  circumstances,  an  inference  of  sham  may  be 
drawn  from  the  fact  that  a  bank  would  not  make  an  un- 
secured loan  for  the  purpose  present  here,  such  an  infer- 
ence should  have  been  compulsory  in  the  Toledo  Blade 
case,  supra,  11  T.  C.  128  (1948),  where  the  loans  repre- 
sented six-sevenths  of  the  amounts  originally  needed  by 
the  debtor  there  to  start  business  and  where  the  court 
itself  admitted  there  was  no  apparent  business  purpose 
for  a  loan.  Such  an  inference  should  have  been  com- 
pulsory in  the  Cleveland  Adolph  Mayer  case,  supra,  6  T. 
C.  730  (1946),  where  the  proceeds  of  the  loan  represented 
almost  100%  of  the  funds  needed  and  used  by  the  tax- 
payer there  to  start  business.  Such  an  inference  should 
have  been  compulsory  in  the  Clyde  Bacon,  Inc.  case, 
supra,  4  T.  C.  1107  (1945),  where  nine-tenths  of  the 
funds  needed  by  the  corporate  taxpayer  there  to  start 
business  was  advanced  to  it,  without  security,  by  its  stock- 
holders. It  is  patent  that  in  those  three  cases  the  Tax 
Court  recognized  that  persons  who  have  a  proprietary  in- 
terest in  a  corporation  are  likely  to  be  more  willing  than 
banks  to  make  unsecured  loans  to  the  corporation  to  assist 
it  to  start  business  and  that  because  such  proprietary 
lenders  are  likely  to  be  more  lenient,  no  inference  can  be 
drawn  from  the  mere  fact  that  their  actions  may  differ 
from  a  cautious  bank's  lending  policy. 
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As  to  the  second  attribute  troubling  the  court,  that, 

'The  amount  of  $55,000.00  was  required  to  place 
the  restaurant  in  the  condition  to  commence  busi- 
ness, yet  there  was  no  agreement  to  advance  the  final 
$30,000.00  paid  in  until  November  12,  1941,  a  week 
after  the  restaurant  opened  for  business."  [Op.,  R. 
p.  37.] 

it  should  be  noted  that  by  November  12,  1941,  all  but  the 
final  $20,000.00  rather  than  $30,000.00  had  been  paid  in 
[Stip.,  par.  6,  R.  pp.  257,  258].  Of  said  balance  of  $20,- 
000.00,  McDonnell  had  definitely  committed  himself  to 
pay  $5,000.00  to  bring  his  advances  to  a  par  with  the 
other  two  groups,  in  line  with  the  original  agreement. 

It  may  be  true  that  there  was  no  formal  commitment 
on  the  part  of  the  three  groups  to  contribute  the  final 
$15,000.00  until  November  12,  1941,  but  it  is  impossible 
to  see  why  the  lack  thereof  can  support  an  inference  that 
the  testifying  stockholders  were  lying  when  they  testified 
that  they  intended  to  be  loans  to  the  petitioner,  approxi- 
mately one-half  of  the  advances  which  they  had  made  or  to 
justify  an  inference  that  the  notes  were  not  genuine.  As 
each  advance  prior  to  November  was  made,  as  the  court 
expressly  found,  "the  individuals  intended  that  stock 
would  be  issued  for  one-half  thereof,  and  notes  for  the 
remainder."  [R  of  F.,  R.  p.  30.]  If  then,  the  indi- 
viduals intended  notes  to  be  given  to  them  in  the  amount 
of  one-half  of  these  advances,  how  could  the  absence  of 
a  formal  commitment  to  make  additional  advances  afifect 
the  intent  as  to  the  advances  made  before  November.  As 
to  the  remaining  advances  made  in  November,  those  were 
agreed  upon  by  the  individual  stockholders  oil  November 
12,  1941    [F.  of  F.,  R.  p.  32]  and  formally  by  petitioner 


—34— 

on  November  U,  1941.  [F.  of  F.,  R.  p.  32  and  Pet. 
Ex.  12.]  That  agreement  called  for  the  execution  and 
delivery  of  notes,  as  well  as  for  the  issuance  of  stock. 
[F.  of  F.,  R.  p.  30.]  In  other  words  the  court  finds  ex- 
pressly that  of  the  $35,000.00  actually  paid  (and  the  ad- 
ditional $5,000.00  inferentially  committed  by  McDonnell) 
prior  to  November  the  individuals  intended  to  receive 
from  petitioner  notes  for  one-half  thereof,  or  $20,000.00 
and  the  court  further  finds  that  as  to  the  $15,000.00  ad- 
vanced in  November  there  was  an  agreement  upon  a  di- 
vision between  stock  and  notes.  Yet  the  court  seems  to 
infer  that  in  spite  of  this  intent,  which  it  finds  to  be  pres- 
ent on  each  occasion  that  advances  were  made  prior  to 
November,  there  was  no  such  intent  at  the  time  of  such 
advance  because  there  was  no  commitment  to  do  anything 
further  beyond  the  advance.  Petitioner  submits  that  a  trial 
court  may  not  make  an  express  finding  of  fact  based 
upon  evidence  that  could  call  for  no  other  finding  and 
then,  in  its  opinion,  infer  the  falsity  of  that  fact  simply 
to  justify  its  ultimate  conclusion. 

As  to  the  third  attribute,  that, 

"Until  then  November  12,  1941  no  final  agree- 
ment was  reached  on  the  proportions  of  the  advances 
to  be  regarded  as  loans  and  for  the  purchase  of 
stock,  or  the  terms  of  the  loans."     [Op.,  R.  p.  37.] 

it  is  difficult  to  understand  why  the  court  should  be 
troubled  with  a  lack  of  what  it  calls  ''a  final"  agreement 
and  why  because  of  that  lack  until  November  12,  1941,  it 
should  infer  that  the  notes  issued  pursuant  to  agreement 
could  not  have  been  genuine.  This  it  is  submitted  is  a 
complete  non  sequitur.  Here  again,  for  this  purpose,  the 
court  seems  to  forget  the  interests  of  the  lenders  in  peti- 
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doner's  business  enterprise  and  rather  sets  up  as  a  stand- 
ard to  test  their  veracity  the  requirements  of  a  commer- 
cial bank.  Moreover  in  drawing  its  inference  that  no 
loans  were  intended  it  seems  to  forget  too  that  it  ex- 
pressly found  as  a  fact  that  as  to  monies  paid  in  prior  to 
November  12,  1941,  the  parties  intended  to  invest  one- 
half  in  petitioner's  stock  and  to  lend  one-half.  What 
happened  thereafter  is  readily  understandable.  On 
November  12th  there  was  a  further  agreement  that  addi- 
tional amounts  would  be  paid  into  the  company,  making 
an  overall  total  of  $55,000.00,  and  it  was  further  agreed 
that  a  total  of  $25,000.00  of  this  amount  would  be  paid 
into  the  company  as  a  loan.  Pursuant  to  the  original 
understanding  and  that  arrived  at  on  November  12th, 
such  moneys  were  paid  in  and  notes  were  issued  in  the 
total  sum  of  $25,000.00.  If  any  inference  is  to  be  drawn 
from  these  facts,  petitioner  submits  that  the  inference 
must  be  that  the  notes  were  genuine  since  the  execution 
and  delivery  of  the  notes  were  consistent  with  that  agree- 
ment. 

If  the  court  is  troubled  by  the  fact  that  instead  of  con- 
forming exactly  to  the  original  idea  that  full  one-half  of 
the  moneys  paid  to  the  company  was  intended  to  be  paid 
as  loans,  a  somewhat  lesser  amount  of  notes  were  issued, 
that  too  is  easily  explainable.  The  only  variation  between 
the  plan  as  originally  adopted  and  as  finally  carried  out 
was  the  agreement  by  the  individuals  to  waive  a  small 
portion  of  their  loans  and  to  accept  stock  in  lieu  thereof. 
Whether  this  be  deemed  a  variation  or  considered  a  posi- 
tive payment  of  the  loan  by  the  issuance  of  stock  is  imma- 
terial. The  fact  is  that  had  they  so  chosen,  the  stock- 
holders could  have  contributed  to  capital  amounts  in  ex- 
cess of  that  which  they  had  committed  to  pay  to  the  cor- 
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poration.  However,  while  the  corporation  was  free  to 
receive,  it  was  not  free  to  give  away,  and  under  Califor- 
nia law,  could  not  agree  to  treat  as  a  loan  moneys  which 
had  been  paid  to  it  pursuant  to  a  commitment  to  purchase 
stock.  (Sec.  824  Corp.  Code  of  the  State  of  California.) 
It  follows  then  that  the  parties  were  not,  as  the  trial  court 
suggested,  "at  all  times  in  a  position  to  divide  the  ad- 
vances between  stock  and  notes  in  any  proportion."  Their 
freedom  was  limited  only  to  the  increase  of  the  stock  pur- 
chased, if  they  so  chose,  or  to  the  contribution  to  capital. 
They  could  not  lawfully  decide  to  increase  the  proportion 
of  the  loans  and  they  did  not  do  so. 

Except  as  to  this  permissible  variation,  however,  the 
conduct  of  the  individuals  was  entirely  consistent  with  the 
original  plan.  By  July  of  1941,  they  were  already  aware 
of  the  probability  that  the  original  estimate  was  too  low 
and  that  the  corporation  w^ould  have  to  procure  additional 
funds,  but  during  the  entire  period,  from  April  through 
November  of  1942,  the  individuals  continued  to  under- 
stand that  approximately  one-half  of  the  advances  which 
they  were  making  were  to  be  repaid  as  loans.  They  so 
stated  to  each  other  [R.  pp.  23-24],  to  their  attorneys 
[Dep.,  R.  p.  251]  and  to  the  California  Corporation  Com- 
missioner. [Ex.  4-D,  R.  p.  301.]  That  on  November 
12,  1941,  they  decided  to  let  the  corporation  have  a  trifle 
more  of  invested  capital  than  they  had  previously  com- 
mitted themselves  to  give  to  it  cannot  of  itself  require 
that  they  do  the  same  with  the  balance  of  their  loans.  Nor 
should  that  fact  have  weight  to  persuade  a  court  to  con- 
clude that  the  original  April  agreement  and  the  intent  of 
the  individuals  as  each  cash  advance  was  made,  the  ex- 
istence and  terms  of  which  the  court  found  to  be  true  in 
its  formal  findings  of  fact,  did  not  actually  exist. 
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As  to  the  fourth  attribute,  that, 

".  .  .  no  interest  .  .  .  was  incurred  by  peti- 
tioner prior  to  November  13,  1941.  In  the  meantime 
there  was  no  agreement  on  when  interest  would  start, 
the  rate  of  interest  or  an  agreement  with  petitioner 
on  when  the  loans  would  mature.  .  .  ."  [Op.,  R. 
p.  38.] 

it  should  be  remembered  that  the  court  is  referring  to  the 
advances  made  prior  to  November  13,  1941.  These  are 
the  very  advances  w^hich  the  court  in  its  express  findings 
of  fact  found  to  be  made  by  the  advancers  with  the  inten- 
tion ''that  stock  would  be  issued  for  one-half  thereof  and 
notes  for  the  remainder."  [F.  of  F.,  R.  p.  30.]  This  is 
another  instance  where  the  court  in  its  opinion  seeks  to 
discard  the  fact  actually  found  by  it.  The  result  is  that 
because  the  parties  made  no  express  or  written  stipulation 
for  the  payment  of  interest  and  for  a  maturity  date  at 
the  time  they  made  the  various  advances  which  the  court 
held  to  be  genuine  loans,  the  court  infers  that  when  they 
did  make  such  stipulation  for  payment  of  interest  and  a 
maturity  date  by  requiring  and  receiving  promissory 
notes,  the  promissory  notes  were  not  genuine.  This  of 
course  is  an  absurd  result.  The  fact  is  that  here  again, 
for  the  purpose  of  judging  the  veracity  of  the  testifying 
lenders,  the  court  has  completely  disregarded  their  inter- 
est in  the  success  of  the  business,  a  fact  which  for  other 
purposes  it  has  weighed  so  heavily  against  them. 

5.      The  Asserted   Expectation   of  the  Parties   With  Respect 
to  Payment  at  Maturity.     [Op.,  R.  p.  39.] 

In  its  opinion  [R.  i).  39]  the  court  states  that  the  par- 
ties did  not  intend  to  assert  the  rights  of  a  lender  be- 
cause they  did  not  in  all  events  expect  repayment  at  ma- 
turity. 
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This  statement  is  based  upon  the  testimony  of  Simon 
(whose  position  the  court  properly  assumes  to  be  that  of 
his  brother)  and  of  Carpenter.  As  the  court  points  out, 
Simon  ''testified  that  he  expected  the  note  to  be  paid  at 
maturity  but  would  not  have  insisted  upon  payment  if 
payment  would  result  in  financial  hardship  to  petitioner." 
[Op.,  R.  p.  39.]  Carpenter  testified  that  ''he  did  not  ex- 
pect payment  unless  petitioner  had  funds."  [Op.,  R.  p. 
39.]  To  judge  whether  the  court  is  justified  in  jumping 
from  Simon's  possible  leniency  in  an  extreme  situation  to 
the  conclusion  that  he  did  not  intend  to  assert  rights  of  a 
bona  fide  lender,  reference  is  made  to  the  testimony  given 
on  Simon's  cross-examination,  to  which  the  opinion  re- 
fers, as  follows: 

"Q.  .  .  .  Was  it  your  intention  at  the  time  this 
note  was  executed  to  demand  payment  of  that  note 
at  its  due  date,  regardless  of  the  financial  condition 
of  the  corporation  at  the  time? 

A.     That  is  right. 

O.     It  was? 

A.     Yes,  sir. 

O.  Even  though  it  meant  the  liquidation  of  the 
business  ? 

A.  I  don't  suppose  so.  I  would  be  very  fair 
about  it. 

Q.  In  other  words  you  would  not  have  insisted 
upon  the  payment  of  this  note  at  its  due  date  if  it 
meant  a  financial  hardship  to  the  business? 

A.     No,  I  don't  suppose  I  would."     [Tr.,  R.  p.  90.] 

It  is  clear  from  the  foregoing,  as  well  as  from  all  of 
Simon's  other  testimony,  that  Simon  was  not  discussing 
his  right  as  a  creditor  but  was  merely  speculating,  at  re- 
spondent's counsel's  invitation,  as  to  what  he  might  do  to 
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avoid  bankruptcy  if,  at  the  time  his  loan  matured,  the 
corporation  found  itself  hard  pressed  for  funds.  To 
convert  the  witness'  speculation  as  to  his  probable  leniency, 
if  that  seemed  a  wise  thing  to  do,  into  an  absence  of  the 
intent  to  make  a  loan  is  to  ignore  the  actualities  of  busi- 
ness Hfe.  This  is  something  that  any  creditor,  in  an  ap- 
propriate situation,  might  do.  To  suggest  that  because 
any  creditor,  let  alone  one  who  also  had  a  proprietary  in- 
terest in  the  business,  does  not  intend  to  assert  his  rights 
as  a  creditor  because  he  may  not,  in  case  of  default,  in 
all  events  force  the  borrower  into  bankruptcy  or  liquida- 
tion is  to  say  that  very  few  of  the  loans  made  in  business, 
even  by  banks  are  bona  fide  loans.  As  to  Carpenter's 
speculation,  it  was,  as  the  court  points  out,  that  he  did 
not  expect  payment  unless  petitioner  had  funds.  That,  it 
is  submitted,  is  true  of  any  creditor's  expectation  as  to 
payment  and  is  clearly  not  of  such  significance  as  to  cause 
the  court  to  forget  it  had  found  that  Carpenter  had  in- 
tended to  make  a  loan  and  consequently  had  intended  to  be 
repaid. 

6.      The  Treatment  of  the  Notes  on  the  Books.     [Op.,  R.  pp. 

38-39.] 

The  bookkeeping  entries  are  significant  only  insofar  as 
they  bear  upon  the  factual  issue  of  the  intention  of  the 
parties  making  the  advances.  The  petitioner  readily  ad- 
mits that  bookkeeping  entries  made  with  the  knowledge  of 
a  principal  or  pursuant  to  his  orders  may  validly  be  used 
as  the  basis  for  an  inference  as  to  the  principal's  intention 
with  respect  to  the  matter  recorded.  The  fallacy  in  at- 
tempting to  draw  such  an  inference  as  to  intention,  where 
the  person  for  whose  intention  we  are  seeking,  had  no 
actual  knowledge  of  the  entries  made  is  readily  apparent. 
Inferences  as  to  intention  may  only  be  drawn  from  the 


words  and  acts  of  the  party  whose  intention  is  to  be  de- 
termined. 

An  examination  of  the  uncontradicted  testimony  of  the 
witnesses,  Whittaker,  Aye,  Tompkins  and  Carpenter, 
makes  clear  that  the  bookkeeping  entries  in  question  in 
the  case  at  bar  were  made  wholly  without  the  knowledge, 
authority  or  direction  of  any  of  the  parties  whose  inten- 
tion is  in  issue.  Rather,  the  entries  to  which  the  trial 
court  refers  were  a  result  of  an  error  on  the  part  of  the 
accountant,  Whittaker  and  the  petitioner's  bookkeeper. 

Benjamin  Whittaker,  called  as  a  witness  by  the  respond- 
ent, testified  that  Carpenter  came  to  his  office  in  1941  to 
request  that  Whittaker  outline  a  set  of  records  for  Car- 
penter's bookkeeper  to  install  and  use.  [Tr.,  R.  p.  100.] 
In  October  of  1941,  he  received  the  minute  book  of  the 
petitioner  from  Mr.  Odell  for  use  in  preparing  the  outline 
of  the  books  and  the  opening  journal  entry.  [Tr.,  R.  pp. 
101-102.]  He  did  not  scrutinize  the  minutes  closely  but 
looked  through  them  for  anything  that  might  affect  the 
corporation's  books.  [Tr.,  R.  p.  102.]  At  no  time  did 
he  discuss  with  Carpenter  the  manner  in  which  the  ad- 
vances by  the  stockholders  were  to  be  handled  on  the 
books.  [Tr.,  R.  p.  104.]  After  returning  the  minute 
book  to  Mr.  Odell  on  October  23,  1941,  he  never  saw  any 
minutes  which  were  later  included  in  the  minute  book. 
[Tr.,  R.  p.   105.] 

It  is  important  to  note  in  this  connection  that  the  min- 
utes as  of  the  time  they  were  examined  by  Whittaker  in 
October  of  1941  did  not  contain  any  information  as  to 
the  ultimate  agreement  with  respect  to  the  amount  of  the 
advances  theretofore  made  to  be  considered  as  investment 
in  stock  and  as  loans.  That  agreement  was  reached  at  a 
stockholders'  meeting  held  on  November  13,  1941.  [Tr.,  R. 
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pp.  67-69;  Pet.  Ex.  12.]  There  was,  therefore,  a  com- 
plete lack  of  any  instructions  as  regards  the  handling  of 
the  notes  on  the  books. 

Carpenter  testified  that  he  knew  nothing  about  the 
books  of  account  [Tr.,  R.  pp.  143,  156]  or  that  they  did 
not  up  to  April,  1942,  show  any  notes  payable  to  stock- 
holders. [Tr.,  R.  p.  157.]  The  first  time  he  became  aware 
of  such  omission  was  December  3,  1947,  the  first  day  of 
the  trial  in  this  proceeding.  [Tr.,  R.  p.  158.]  He  did 
not  realize  that  it  was  necessary  that  the  notes  be  re- 
corded on  the  books  and  had  no  knowledge  of  books  or 
bookkeeping.  As  president  of  the  corporation  his  interest 
in  the  books  was  limited  to  examinations  to  determine  the 
cost  of  items  purchased  by  the  corporation.  [Tr.,  R.  p. 
169.]  His  complete  confidence  in  and  reliance  upon  his 
accountant  in  the  management  of  the  accounting  aspects 
of  the  business  is  evidenced  by  the  fact  that  he  signed  the 
petitioner's  1941  income  tax  return  without  examining  it. 
[Tr.,  R.  pp.  110,  144.] 

Elias  J.  Aye  testified  that  in  April  or  May  of  1942,  he 
was  asked  by  William  Simon  and  Mike  Lyman,  his  cli- 
ents, to  look  at  the  petitioner's  books  and  inform  them  as 
to  their  contents.  [Tr.,  R.  p.  193.]  Having  been  ac- 
quainted with  Mr.  Simon's  business,  he  knew  that  Simon 
had  taken  notes  from  the  petitioner.  [Tr.,  R.  p.  184.] 
His  trial  balance  taken  in  April  or  May,  1942,  disclosed 
that  no  notes  were  shown  on  the  books.  [Tr.,  R.  p.  184.] 
He  so  reported  to  Simon  and  Carpenter  and  they  agreed 
that  the  entries  were  wrong  and  directed  him  to  make 
whatever  correcting  entries  were  necessary.  [Tr.,  R.  p. 
184.]  He  then  set  up  the  notes  and  the  capital  stock,  the 
way  the  stock  had  been  issued  in  accordance  with  the 
permit  from  the  Corporation  Conmiissioner   [Tr.,  R.  pp. 


185,  186],  $30,000.00  capital  stock  and  $25,000.00  notes 
payable.    [Tr.,  R.  p.  192.] 

The  impossibility  of  drawing  an  inference  as  to  the 
intention  of  the  parties  from  such  a  state  of  facts  has 
already  been  demonstrated.  The  trial  court  itself  found 
that  the  books  ''erroneously  reflected  the  capital  stock  out- 
standing." (Italics  ours.)  Its  treatment  of  this  factor 
is  another  example  of  its  failure  to  keep  the  issue  before 
it  clearly  in  mind  at  all  times.  With  the  issue  clearly  de- 
fined it  could  not  but  have  realized  the  immateriality  of  the 
bookkeeping  entries  unless  they  were  made  with  the 
knowledge  of  the  parties  whose  intention  is  in  issue. 

The  evidence  relating  to  the  recording  of  interest  ac- 
cruals on  the  books  likewise  demonstrates  only  the  inex- 
pert manner  in  which  the  books  were  kept.  The  testimony 
of  Carpenter  as  to  his  complete  lack  of  supervision  and 
understanding  of  the  books  is  equally  applicable  here  to 
attest  to  the  fact  that  the  absence  of  these  entries  was 
also  unknown  to  him.  The  proper  entries  were  made  by 
Mr.  Tompkins  only  upon  the  direction  of  Mr.  Aye  after 
he  had  discovered  the  omission  in  preparing  the  corpora- 
tion's income  tax  return  for  1942.  [Tr.,  R.  p.  213.]  The 
record  at  no  point  justifies  charging  the  note  holders  with 
knowledge  of  the  omission.  Again  the  true  state  of  the 
facts  shows  that  this  factor  is  in  no  way  relevant  to  the 
issue  of  the  intention  of  the  parties  making  the  advances. 
Upon  the  record  as  it  stands,  the  treatment  of  the  notes 
on  the  books  has  no  significance  in  determining  the  in- 
tention of  the  parties. 


IV. 

Should  This  Court  Be  of  the  Opinion  That  the  Tax 
Court  Drew  the  Ultimate  Inference  Which  Sup- 
ports Its  Decision  It  Nevertheless  Remains  Free 
to  Draw  Those  Ultimate  Inferences  and  Conclu- 
sions Which  in  Its  Opinion  the  Findings  of  the 
Tax  Court  Reasonably  Induce. 

The  scope  of  review  of  the  decisions  of  the  Tax  Court 
of  the  United  States  by  the  Court  of  Appeals  is  no  longer 
subject  to  the  restriction  imposed  by  Dobs  on  v.  Commis- 
sioner of  Internal  Revemte,  320  U.  S.  489,  88  L.  Ed. 
248  (1943),  since  the  amendment  to  I.  R.  C.  Section 
1141(a)  which  became  effective  September  1,  1948.  The 
Courts  of  Appeal  now  having  jurisdiction  to  review  the 
decisions  of  the  Tax  Court  ''in  the  same  manner  and  to 
the  same  extent  as  decisions  of  the  District  Court  in  civil 
actions  tried  without  a  jury." 

It  has  long  been  established  that  Circuit  Courts  will  not 
set  aside  or  disturb  findings  of  fact  of  the  District  Court 
unless  they  are  ''clearly  wrong,"  "unsupported  by  the  evi- 
dence" or  "unsupported  by  substantial  evidence."  (Rule 
S2(a)  Federal  Rules  of  Civil  Procedure,  28  U.  S.  C.  A. 
following  Section  273(c),  Mente  &  Co.  v.  Isthmian  S.  S, 
Co.,  122  F.  (2d)  266  (C.  C.  A.  2d  1941) ;  Pressed  Metals 
of  America,  Inc.  v.  Woodworth,  119  F.  (2d)  210  (C.  C.  A. 
6th  1941).)  But  this  rule  has  been  restricted  to  situa- 
tions in  which  the  subjects  of  review  are  evidentiary  or 
primary  facts  which  the  trial  court  has  found  upon  hear- 
ing witnesses  who  appeared  before  it  so  that  it  was  in  a 
better   position  than   the  reviewing  court   to  judge   their 
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credibility  as  opposed  to  situations  in  which  the  question 
is  one  of  drawing  inferences  from  facts  as  found  by  the 
trial  court.  In  the  latter  situation,  the  reviewing  court  is 
in  as  good  a  position  to  draw  its  own  inferences  or  con- 
clusions from  the  evidentiary  facts  as  found  by  the  trial 
court  as  is  the  trial  court  itself,  since  there  is  no  ques- 
tion of  credibility  of  witnesses  involved. 

The  leading  case  setting  forth  the  principle  above  stated 
is  Kuhn  v.  Princess  Lida  of  Thurn  &  Taxis,  119  F.  (2d) 
704  (C.  C.  A.  3d  1941).  In  that  case,  the  plaintiff  sued 
for  reasonable  attorneys'  fees  for  professional  services 
rendered  to  the  defendant  in  connection  with  the  review  by 
the  Board  of  Tax  Appeals  of  a  proposed  deficiency  as- 
sessment. The  District  Court  found  that  $8500.00  was 
reasonable  attorneys'  fees  considering  all  the  facts  of  the 
case,  including  difficulty  of  legal  problems  involved,  amount 
of  time  necessarily  spent  in  litigation  and  other  matters. 
The  Circuit  Court  reversed  and  remanded  with  direction  to 
enter  judgment  for  $2500.00  in  favor  of  the  plaintiff.  The 
court  said  that  the  conclusion  as  to  the  reasonable  value 
of  the  services  was  an  ultimate  fact  and  so  subject  to 
complete  review  on  appeal.  As  the  court  so  aptly  put  it 
at  pages  705-706: 

"the  Rule  does  not  operate,  however,  to  entrench  with 
Hke  finality  inferences  or  conclusions  drawn  by  the 
trial  court  from  its  fact  findings  and  so,  w^hile  ac- 
cepting the  facts,  competently  found  by  the  trial  court 
as  correct,  an  Appellate  Court  remains  free  to  draw 
the  ultimate  inferences  and  conclusions  which,  in  its 
opinion,  the  findings  reasonably  induce." 

To  the  same  effect  is  Murray  v.  Nohlesville  Milling  Co., 
131  F.  2d  470  (C.  C.  A.  7th  1942),  cert.  den.  318  U.  S. 
775,  87  L.  Ed.  1145   (1943),  where  there  was  a  suit  by 


some  25  employees  of  the  defendants  for  unpaid  compen- 
sation under  the  Fair  Labor  Standards  Act,  Section  7(a). 
The  issue  was  whether  the  plaintiff's  employees  had  agreed 
to  abrogation  of  the  existing  contract  and  had  agreed  to 
work  for  new  rates  rather  than  the  rates  established  by 
the  previous  contract.  The  District  Court  having  found 
all  of  the  evidentiary  or  primary  facts,  found  that  the 
new  contracts  were  not  bona  fide  contracts  of  employment 
and  were  not  intended  to  fix  rates  at  which  the  employees 
were  employed.  The  Circuit  Court,  citing  the  Kuhn  case, 
supra,  held  that  the  contracts  were  bona  fide  contracts  of 
employment  and  were  intended  to,  and  did  fix  the  regular 
rate  at  which  the  employees  were  to  be  employed,  and 
reversed  the  District  Court  to  that  extent.  They  stated 
that  the  question  of  the  intention  with  which  the  parties 
entered  into  the  contract  was  an  ultimate  fact  and  con- 
sequently, on  the  basis  of  the  Kuhn  case,  supra,  subject 
to  complete  review  by  the  reviewing  court.  For  further 
authority  in  support  of  this  principle  see  Adams  County 
V.  Northern  Pacific  Railway  Co.,  115  F.  (2d)  768  (C.  C. 
A.  9th  1940),  where  this  court  applied  the  same  rule  to 
findings  of  a  special  master  and  Stubbs  v.  Fulton  Na- 
tional Bank  of  Atlanta,  146  F.  (2d)  558  (C.  C.  A.  5th 
1945),  cert.  den.  325  U.  S.  864,  89  L.  Ed.  1984  (1946). 

As  applied  to  the  case  at  bar,  the  ultimate  inference  is, 
as  Vv-e  have  set  forth  above,  the  inference  as  to  the  inten- 
tion with  which  the  parties  made  the  advances  to  the  peti- 
tioner. Inferences  must  be  drawn  from  the  relevant  facts 
found  by  the  Tax  Court  hereinbefore  discussed  which  in- 
ferences this  court  is  as  competent  to  draw  as  the  Tax 
Court.  As  we  have  said  before,  it  is  difficult  if  not  im- 
possible, to  determine  the  basis  for  the  Tax  Court's  de- 
cision in  this  case.  Our  interpretation  of  the  decision  is 
such  that  the  Tax  Court  has  found  in  our  favor  on  this 
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issue.  Should  however,  this  court  decide  that  the  Tax 
Court  did  draw  the  inference  which  supports  its  decision, 
this  court,  sitting  as  a  court  of  review,  remains  free  to 
determine  the  intention  of  the  parties  from  the  primary 
facts  competently  found  by  the  trial  court  without  regard 
to  whether  or  not  there  is  support  in  the  record  for  the 
inference  drawn  by  the  Tax  Court.  That,  however,  only 
one  reasonable  inference  can  be  drawn  in  the  premises, 
that  is  that  the  parties  intended  to  make  loans,  is  manifest 
from  an  examination  of  the  evidence  and  the  facts  com- 
petently found  by  the  Tax  Court. 

That  such  was  the  intention  of  Congress  in  enacting 
the  amendment  to  I.  R.  C.  Section  1141(a)  is  apparent 
from  the  committee  report  relating  to  this  amendment. 
There  the  Senate  Committee  on  the  Judiciary  stated  that 
the  language  used  in  the  house  bill  and  adopted  by  the 
Senate  had  the  effect  of  repealing  the  rule  laid  down  in 
Dobsoii  V.  Conunissioner  of  Internal  Revenue,  supi^a,  "to 
the  effect  that  decisions  of  the  Tax  Court  on  questions  of 
fact,  including  questions  of  accounting  and  ultimate  con- 
clusions of  fact,  are  not  reviewable  if  supported  by  any 
evidence  in  the  record."  (Sen.  Comm.  on  Jud.,  80th  Cong., 
2d  Sess.  Report  No.  1559,  p.  131.)  There  we  see  the 
Senate  Judiciary  Committee  drawing  the  distinction  laid 
down  in  the  Knhn  case,  supra,  as  to  questions  of  primary 
fact  and  ultimate  conclusions  of  fact.  Their  very  refer- 
ence to  that  distinction  makes  it  clear  that  it  was  the  Con- 
gressional intent  in  enacting  Section  1141(a)  of  the  In- 
ternal Revenue  Code  to  do  away  with  the  many  times  un- 
fair result  reached  by  applying  the  mandate  of  the  Dobson 
case,  supra,  particularly  as  such  mandate  related  to  re- 
view of  ultimate  conclusions  of  fact  and  inferences  drawn 
from  findings  of  evidentiary  fact.  It  was  the  intention  of 
Congress  that  Courts  of  Appeals  sitting  in  review  of  de- 
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cisions  of  the  Tax  Court  of  the  United  States  should  be 
free  to  reverse  decisions  of  the  Tax  Court  on  questions 
of  ultimate  fact  and  inference  drawn  from  primary  facts 
without  reference  to  whether  or  not  the  conclusion  of  the 
Tax  Court  had  support  in  the  record.  It  was  the  Con- 
gressional intention  that  by  insuring  that  the  most  rea- 
sonable of  two  conflicting  inferences  would  be  chosen  jus- 
tice would  be  done  to  all  litigants  who  choose  to  have  their 
tax  liability  determined  by  the  courts. 

Conclusion. 

Only  one  reasonable  conclusion  can  be  reached  from  the 
facts  which  exist  in  the  case  at  bar — that  a  valid  indebt- 
edness of  the  petitioner  existed,  and  therefore  the  inter- 
est which  was  accrued  thereon  in  the  taxable  years  here  in 
question  is  deductible  by  the  petitioner  in  computing  its 
net  income  subject  to  the  tax. 

The  decision  of  the  Tax  Court  should,  therefore,  be  re- 
versed and  judgment  entered  in  favor  of  the  petitioner 
allowing  as  a  deduction  the  interest  accrued  in  the  taxable 
years  1942  and  1943. 

Respectfully  submitted, 

SwARTS,  Tannenbaum,  Ziffren  &  Steinberg  and 
Jacob  Shearer, 

Attorneys  for  Petitioner. 

David  Tannenbaum, 
Jacob  Shearer, 
Mitchell  Aaronson, 

Of  Counsel, 
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APPENDIX. 

Internal  Revenue  Code  Sec.  23.     Deductions  From 

Gross  Income. 

In  computing  net  income  there  shall  be  allowed  as 
deductions : 

.  .  .  (b)  Interest. — All  interest  paid  or  accrued 
within  the  taxable  year  on  indebtedness,  except  on  in- 
debtedness incurred  or  continued  to  purchase  or  carry 
obligations  (other  than  obligations  of  the  United  States 
issued  after  September  24,  1917,  and  originally  subscribed 
for  by  the  taxpayer)  the  interest  upon  which  is  wholly 
exempt  from  the  taxes  imposed  by  this  chapter. 

Internal  Revenue  Code  Sec.   1141.     Courts  of 

Review. 

(a)  Jurisdiction. — The  Circuit  Courts  of  Appeals 
and  the  United  States  Court  of  Appeals  for  the  District 
of  Columbia  shall  have  exclusive  jurisdiction  to  review 
the  decisions  of  the  Tax  Court,  except  as  provided  in 
Section  1254  of  Title  28  of  the  United  States  Code,  in 
the  same  manner  and  to  the  same  extent  as  decisions  of 
the  district  courts  in  civil  actions  tried  without  a  jury; 
and  the  judgment  of  any  such  court  shall  be  final,  except 
that  it  shall  be  subject  to  review  by  the  Supreme  Court 
of  the  United  States  upon  certiorari,  in  the  manner  pro- 
vided in  Section  1254  of  Title  28  of  the  United  States 
Code. 

California  Corporations  Code  Sec  824.  Unlaw- 
ful Purchase  of  Shares,  Declaration  or  Payment 
OF  Dividends,  or  Withdrawal  or  Distribution  of 
Assets.  Except  as  provided  in  this  division,  the  directors 
of  a  corporation  shall  not  authorize  or  ratify  the  purchase 
by  it  of  its  shares,  or  declare  or  pay  dividends,  or  authorize 
or  ratify  the  withdrawal  or  distribution  of  any  part  of 
its  assets  among  its  shareholders. 
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Excerpt  From  "J^^kway  v.  Commissioner,"  2  T.  C. 
197  (1943)  at  page  202: 

''Our  examination  of  this  interesting  question  con- 
vinces us  that  the  petitioners  held  securities  under 
section  23(g)  (2)  and  (3).  The  substance,  and  not 
the  form  of  what  was  done,  controls  for  the  tax 
purpose  here  involved.  Although  the  parties  did  set 
this  matter  up  on  the  corporate  records  as  one  of 
issuing  notes  plus  stock,  and  although  the  petitioners 
contend  that  the  stock  was  a  mere  bonus  in  consid- 
eration of  the  loan  of  money  to  the  corporation,  in 
our  view  one  salient  fact  requires  a  negative  answer 
to  such  contention:  All  of  the  corporate  stock  is- 
sued in  connection  with  the  advancements  of  money 
was  issued  in  direct  proportion  to  the  amount  of 
money  put  out  by  the  stockholders;  that  is  to  say, 
that  for  each  $1,000  advanced  by  the  two  petitioners, 
by  White  and  by  Thomas,  the  other  stockholders, 
each  received  six-tenths  of  a  share  of  stock.  The 
fact  that  for  the  last  $1,000  advanced  by  each  no 
stock  was  issued  was,  under  the  evidence,  mere  in- 
advertence. It  was  issued,  as  was  all  the  other  stock, 
under  the  resolution  of  March  8,  1934,  providing  for 
the  issuance  of  the  six-tenths  share  of  stock  for  each 
$1,000.  Considering  the  fact  of  such  issuance  in 
precise  proportion  to  the  amount  of  money  advanced 
by  the  stockholders,  we  can  not  hold  the  stock,  al- 
though issued  in  small  quantities,  to  be  a  mere  bonus, 
of  no  consequence  to  the  present  question;  for  the 
fact  that  the  stock  was  issued  in  small  quantities  is 
immaterial,  since  the  entire  stock  issue  was  only 
22.8  shares. 
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''Not  only  are  the  petitioners  not  mere  creditors, 
but  also  stockholders,  but  when  they  received  the 
notes  and  stock  they  received  pro  rata  control  of  the 
corporation  through  ownership  of  its  stock  in  pro- 
portion to  the  amount  of  money  advanced.  Had  the 
corporation  earned  large  amounts  of  money,  the  peti- 
tioners would  have  been  entitled  to  the  whole  thereof, 
that  is,  in  accordance  with  their  portion  of  the  22.8 
shares  of  stock  extant.  In  such  a  situation,  we 
think  we  may  not  regard  the  stock  as  a  mere  bonus 
given  because  of  the  loan  of  money,  as  in  substance 
the  petitioners  view  the  matter.  The  effect  was  that 
in  return  for  the  money  and  in  exact  proportion 
thereto,  the  petitioners  and  the  other  stockholders 
received  a  capital  interest  in  and  control  of  the  cor- 
poration, and  all  of  its  assets,  earnings,  and  profits. 
The  effect  would  have  been  in  nowise  different  had 
1,000  shares  issued  for  each  $1,000  contributed,  for 
the  stockholders,  including  the  petitioners,  controlled 
the  corporation  just  as  effectively  with  22.8  shares 
of  stock  as  they  would  have  with  several  thousand 
shares,  they  having,  though  in  small  amount,  the 
entire  capital  stock.  Though,  as  petitioners  argue,  it 
was  their  intention  to  receive  notes  for  the  money 
put  out  by  them,  it  was  also  their  intention  to  re- 
ceive, and  they  did  receive  with  the  other  stockholders 
in  like  position  as  to  advancements,  the  entire  issued 
capital  stock  of  the  corporation  and  all  the  control 
and  value  it  entailed,  in  proportion  to  the  money 
which   went  into  the  corporation.'' 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 


No.  12079 

WiLSHiRE  &  Western  Sandwiches,  Inc.,  a  Corpora- 
tion, PETITIONER 

V. 

Commissioner  of  Internal  Revenue,  respondent 


ON  PETITION  FOR  REVIEW  OF  THE  DECISION  OF  THE  TAX 
COURT  OF  THE  UNITED  STATES 


BRIEF  FOR  THE  RESPONDENT 


OPINION  BELOW 

The  memorandum  opinion  of  the  Tax  Court  (R. 
27-40)  is  not  reported. 

JURISDICTION 

The  petition  for  review  (R.  42-46)  involves  federal 
income  taxes  for  the  years  1942  and  1943  and  declared 
value  excess  profits  taxes  for  the  year  1943.  On  Janu- 
ary 31,  1946,  the  Commissioner  of  Internal  Revenue 
mailed  to  the  taxpayer  a  notice  of  deficiency  in  the  total 
amount  of  $3,347.95.  (R.  8-9.)  Within  ninety  days 
thereafter  and  on  April  24,  1946,  the  taxpayer  filed  a 
petition  for  a  redetermination  of  that  deficiency  with 
the  Tax  Court  under  the  provisions  of  Section  272  of 
the  Internal  Revenue  Code.     (R.  4-22.)     The  decision 


of  the  Tax  Court  sustaining  the  deficiency  was  entered 
on  June  29, 1948.  (R.  41.)  The  case  is  brought  to  this 
Court  by  a  petition  for  review  filed  September  20,  1948 
(R.  47),  pursuant  to  Section  1141  (a)  of  the  Internal 
Revenue  Code,  as  amended  by  Section  36  of  the  Act  of 
June  25, 1948. 

QUESTION  PRESENTED 

Did  the  Tax  Court  correctly  determine  that  advances 
made  to  the  taxpayer  by  its  incorporators  did  not  create 
an  ^^indebtedness''  within  the  meaning  of  Section  23  (b) 
but  were  contributions  to  taxpayer's  capital,  and  that 
purported  'interest"  payments  were  not  deductible  ? 

STATUTE  AND  REGULATIONS  INVOLVED 

Internal  Revenue  Code : 

Sec.  23.  Deductions  from  Gross  Income. 

In  computing  net  income  there  shall  be  allowed 
as  deductions: 


(b)  Interest. — All  interest  paid  or  accrued 
within  the  taxable  year  on  indebtedness,  except  on 
indebtedness  incurred  or  continued  to  purchase  or 
carry  obligations  (other  than  obligations  of  the 
United  States  issued  after  September  24, 1917,  and 
originally  subscribed  for  by  the  taxpayer)  the  in- 
terest upon  which  is  wholly  exempt  from  the  taxes 
imposed  by  this  chapter. 

(26  U.S.C.  1946  ed..  Sec.  23.) 

Treasury  Regulations  111,  promulgated  under  the 
Internal  Revenue  Code : 

Sec.  29.23  (b)-l.  Interest, — Interest  paid  or  ac- 
crued within  the  year  on  indebtedness  may  be  de- 
ducted from  gross  income,    *    *    * 


Interest  calculated  for  cost-keeping  or  other  pur- 
poses on  account  of  capital  or  surplus  invested  in 


I 


i 


the  business  which  does  not  represent  a  charge  aris- 
ing under  an  interest-bearing  obligation,  is  not  an 
allowable  deduction  from  gross  income.  Interest 
paid  by  a  corporation  on  scrip  dividends  is  an  al- 
lowable deduction.  So-called  interest  on  preferred 
stock,  which  is  in  reality  a  dividend  thereon,  cannot 
be  deducted  in  computing  net  income.  (See,  how- 
ever, section  121  and  section  29.22  (a) -17.)    *    *    * 

Treasury  Regulations  112,  promulgated  under  the 
Internal  Revenue  Code : 

Sec.  35.719-1.  Borrowed  Invested  Capital, — *    *    * 


In  order  for  any  indebtedness  to  be  included  in 
borrowed  capital  it  must  be  bona  fide.  It  must  be 
one  incurred  for  business  reasons  and  not  merely  to 
increase  the  excess  profits  credit.  If  indebtedness 
of  the  taxpayer  is  assumed  by  another  person  it 
ceases  to  be  borrowed  capital  of  the  taxpayer.  For 
such  purpose  an  assumption  of  indebtedness  in- 
cludes the  receipt  of  property  subject  to  indebt- 
edness. 

Whether  outstanding  certificates  designated  by 
such  names  as  '^debenture  preferred  stock"  or 
*^ guaranteed  preferred  stock"  constitute  borrowed 
capital  depends  upon  whether  the  holder  has  a  pro- 
prietary interest  in  the  corporation  or  has  the 
rights  of  a  creditor,  determined  in  the  light  of  all 
the  facts.  The  name  borne  by  the  certificate  is  of 
little  importance.  More  important  attributes  to  be 
considered  are  whether  or  not  there  is  a  maturity 
date,  the  source  of  j^ayment  of  any  *  interest"  or 
*^ dividend"  specified  in  the  certificate  (whether 
only  out  of  earnings  or  out  of  capital  and  earnings) , 
rights  to  enforce  payment,  and  other  rights  as  com- 
pared with  those  of  general  creditors. 

STATEMENT 

The  facts  as  f oimd  by  the  Tax  Court  are  as  follows 
(R.  27-35)  : 

The  taxpayer  was  incorporated  on  March  24,  1941, 
under  the  laws  of  California,  with  an  authorized  capital 


of  the  Tax  Court  sustaining  the  deficiency  was  entered 
on  June  29, 1948.  (R.  41.)  The  case  is  brought  to  this 
Court  by  a  petition  for  review  filed  September  20,  1948 
(R.  47),  pursuant  to  Section  1141  (a)  of  the  Internal 
Revenue  Code,  as  amended  by  Section  36  of  the  Act  of 
June  25, 1948. 

QUESTION  PRESENTED 

Did  the  Tax  Court  correctly  determine  that  advances 
made  to  the  taxpayer  by  its  incorporators  did  not  create 
an  ^indebtedness"  within  the  meaning  of  Section  23  (b) 
but  were  contributions  to  taxpayer's  capital,  and  that 
purported  'interest"  payments  were  not  deductible  ? 

STATUTE  AND  REGULATIONS  INVOLVED 

Internal  Revenue  Code : 

Sec.  23.  Deductions  from  Gross  Income. 

In  computing  net  income  there  shall  be  allowed 
as  deductions: 


(b)  Interest. — All  interest  paid  or  accrued 
within  the  taxable  year  on  indebtedness,  except  on 
indebtedness  incurred  or  continued  to  purchase  or 
carry  obligations  (other  than  obligations  of  the 
United  States  issued  after  September  24, 1917,  and 
originally  subscribed  for  by  the  taxpayer)  the  in- 
terest upon  which  is  wholly  exempt  from  the  taxes 
imposed  by  this  chapter. 

(26  U.S.C.  1946  ed..  Sec.  23.) 

Treasury  Regulations  111,  promulgated  under  the 
Internal  Revenue  Code : 

Sec.  29.23  (b)-l.  Interest. — Interest  paid  or  ac- 
crued within  the  year  on  indebtedness  may  be  de- 
ducted from  gross  income,    *    *    * 


Interest  calculated  for  cost-keeping  or  other  pur- 
poses on  account  of  capital  or  surplus  invested  in 
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the  business  which  does  not  represent  a  charge  aris- 
ing under  an  interest-bearing  obligation,  is  not  an 
allowable  deduction  from  gross  income.  Interest 
paid  by  a  corporation  on  scrip  dividends  is  an  al- 
lowable deduction.  So-called  interest  on  preferred 
stock,  which  is  in  reality  a  dividend  thereon,  cannot 
be  deducted  in  computing  net  income.  (See,  how- 
ever, section  121  and  section  29.22  (a)-17.)    *    *    * 

Treasury  Regulations  112,  promulgated  under  the 
Internal  Eevenue  Code : 

Sec.  35.719-1.  Borrotved  Invested  Capital. — *    *    * 

■5f  4f  4f  *  •Sf 

In  order  for  any  indebtedness  to  be  included  in 
borrowed  capital  it  must  be  bona  fide.  It  must  be 
one  incurred  for  business  reasons  and  not  merely  to 
increase  the  excess  profits  credit.  If  indebtedness 
of  the  taxpayer  is  assumed  by  another  person  it 
ceases  to  be  borrowed  capital  of  the  taxpayer.  For 
such  purpose  an  assumption  of  indebtedness  in- 
cludes the  receipt  of  property  subject  to  indebt- 
edness. 

Whether  outstanding  certificates  designated  by 
such  names  as  '^debenture  preferred  stock"  or 
^^guaranteed  preferred  stock"  constitute  borrowed 
capital  depends  upon  whether  the  holder  has  a  pro- 
prietary interest  in  the  corporation  or  has  the 
rights  of  a  creditor,  determined  in  the  light  of  all 
the  facts.  The  name  borne  by  the  certificate  is  of 
little  importance.  More  important  attributes  to  be 
considered  are  whether  or  not  there  is  a  maturity 
date,  the  source  of  payment  of  any  ^ interest"  or 
*  dividend"  specified  in  the  certificate  (whether 
only  out  of  earnings  or  out  of  capital  and  earnings) , 
rights  to  enforce  payment,  and  other  rights  as  com- 
pared with  those  of  general  creditors. 

STATEMENT 

The  facts  as  found  by  the  Tax  Court  are  as  follows 
(R.  27-35) : 

The  taxpayer  was  incorporated  on  March  24,  1941, 
under  the  laws  of  California,  with  an  authorized  capital 


stock  of  7,500  shares  of  common  stock,  par  value  $10 
each,  for  the  purpose  of  engaging  in  the  drive-in  res- 
taurant business.  The  incorporators  of  taxpayer  were 
M.  A.  McDonnell,  William  H.  Simon,  Mike  Lyman,  and 
Harry  B.  Carpenter.  (R.  27.)  Its  articles  of  incor- 
poration empowered  taxpayer,  among  other  things,  to 
borrow  money  and  issue  its  notes  therefor.  (R.  27-28.) 
It  kept  its  books  and  prepared  its  returns  on  the  accrual 
basis.  It  filed  its  returns  for  the  taxable  years  with  the 
Collector  for  the  Sixth  District  of  California.    (R.  28.) 

Discussions  resulting  in  the  formation  of  taxpayer 
started  the  early  part  of  1941.  The  original  plan  was  to 
operate  a  combination  drive-in  and  restaurant  and 
cocktail  room  at  Wilshire  and  Western  Avenues,  as  a 
substitute  for  an  old  drive-in  restaurant  then  being 
operated  by  Carpenter  a  block  away.  A  lease  was  nego- 
tiated under  the  terms  of  which  the  lessor  was  to  erect 
suitable  improvements  at  a  cost  of  about  $75,000.  Car- 
penter did  not  desire  to  operate  a  combination  restau- 
rant on  account  of  its  size.  In  the  meantime,  Simon, 
acting  for  himself,  negotiated  a  lease  for  another  corner 
of  Wilshire  and  Western  Avenues  for  the  purpose  of 
operating  a  drive-in  restaurant.  Thereafter,  but  before 
taxpayer  was  incorporated,  the  interested  parties  aban- 
doned the  plan  under  consideration  and  decided  to  con- 
struct a  drive-in  restaurant  on  the  lot  covered  by  the 
lease  negotiated  by  Simon.    (R.  28.) 

About  April  1941,  taxpayer's  incorporators  discussed 
for  the  first  time  the  question  of  financing  the  construc- 
tion of  the  restaurant  out  of  advances  by  them  to  tax- 
payer for  the  purchase  of  its  stock  and  as  loans.  The 
original  intention  was  to  make  advances  totaling 
$30,000  for  stock  and  loans  on  an  equal  basis.  (R.  28.) 
The  individuals  desired  to  be  in  a  position  to  participate 
with  general  creditors  for  part  of  their  investment  in 
the  event  taxpayer's  business  was  not  successful.  (R. 
28-29.)    In  addition,  they  regarded  a  loan  to  be  a  better 


investment  than  stock  to  obtain  returns  on  and  repay- 
ment of  their  capital  outlay.  The  individuals  discussed 
the  question  of  borrowing  money  from  a  bank  and  de- 
cided that  they  would  rather  receive  the  interest  than  to 
have  taxpayer  pay  it  to  a  bank.  They  also  discussed  the 
tax  benefit  that  would  accrue  to  them  and  taxpayer 
under  the  plan.  Simon,  who  with  his  brother  Mike 
Lyman  was  regarded  as  a  unit  in  the  transaction,  con- 
sidered his  contemplated  loan  to  be  a  safe  investment. 
The  same  individuals,  or  some  of  them,  entered  into 
similar  transactions  for  the  same  reasons  with  nine 
other  corporations,  one  each  in  1937  and  1939,  six  in 
1941,  and  one  in  1942.  In  all  except  two  of  the  trans- 
actions, the  notes  received  for  loans  were  in  proportion 
to  the  stock  received.    (R.  29.) 

Simon  negotiated  for,  and  on  April  26,  1941,  entered 
into,  a  lease  for  a  corner  lot  at  Wilshire  Boulevard  and 
Western  Avenue,  Los  Angeles,  for  a  period  of  fifteen 
years.  The  lease  provided  for  the  improvement  of  the 
premises  by  a  drive-in  restaurant  building  at  a  cost  of 
not  less  than  $30,000.  The  lease  was  acquired  by  Simon 
with  the  understanding  that  he  would  assign  it  to  tax- 
payer, and  was  assigned  by  him  to  taxpayer  in  July, 
1941.  The  understanding  was  that  Carpenter  would 
supervise  the  construction  of  the  building  and  operate 
the  business.  (R.  29.)  Three  of  the  four  individuals 
estimated  that  the  improvements,  including  equipment, 
would  cost  about  $30,000.  Carpenter,  the  other  indi- 
vidual, first  believed  that  the  cost  would  be  about 
$50,000,  and  in  July  1941,  concluded  that  the  cost  would 
be  $38,000  or  $39,000.  (R.  29-30.)  Simon  and  Carpen- 
ter estimated  that  the  cost  of  the  equipment  would  about 
equal  the  cost  of  the  building.    (R.  30.) 

About  June  15,  1941,  bids  were  solicited  for  the  con- 
struction of  the  building  on  the  leased  premises,  and  on 
July  10,  1941,  a  contract  was  entered  into  for  the  con- 
struction of  a  building  at  a  cost  of  $22,651.    The  con- 


struction  work  was  substantially  completed  about  Octo- 
ber 25, 1941,  and  the  restaurant  was  opened  for  business 
about  November  5,  1941.    (R.  30.) 

The  incorporators  of  taxpayer  made  the  following 
payments,  totaling  $55,000,  to  taxpayer  in  1941  under 
the  plan  previously  adopted  by  them  (R.  30)  : 


McDonnell 

Simon 

Lyman 

Carpenter 

May 

$3,333.33 

$ 

$ 

$ 

June 

1,666.67 

1,666.66 

3,333.34 

August 

2,500.00 

2,500.00 

September 

5,000.00 

5,000.00 

October 

2,500.00 

2,500.00 

Nov.  13 

2,500.00 

2,500.00 

Nov.  19 

10,000.00 

5,000.00 

The  payments  made  on  November  13th  and  19th  were 
agreed  upon  at  an  informal  meeting  held  on  November 
12.  At  the  same  meeting  the  parties  reached  an  agree- 
ment on  the  division  of  the  advances  between  stock  and 
notes.  At  the  time  the  advances  prior  to  November 
were  made,  the  individuals  intended  that  stock  would 
be  issued  for  one-half  thereof,  and  notes  for  the  re- 
mainder. No  receipts  were  given  by  taxpayer  for  the 
advances.     (R.  30.) 

The  money  was  first  used  to  pay  for  the  cost  of  pre- 
paring plans  and  specifications  for  the  building,  and 
thereafter  for  the  construction  of  the  building  and  the 
equipment  installed  therein.  (R.  30-31.)  The  amount 
of  $38,114.68  was  spent  in  1941  for  the  building  and 
$17,515.78  for  equipment,  a  total  of  $55,630.46.  In 
January  1942,  the  additional  amount  of  $2,375  was 
spent  for  building  costs  and,  in  that  and  the  next  month 
the  additional  amount  of  $7,787.26  was  spent  for  equip- 
ment. An  expenditure  of  $55,000  was  necessary  to  place 
the  restaurant  in  condition  to  open  for  business. 
(R.  31.) 

About  February  1,  1942,  taxpayer  borrowed  $10,000 
from  its  stockholders  to  pay  bills  outstanding  for  the 
construction  of  the  building  and   equipment  of  the 


restaurant.  Carpenter  and  McDonnell  each  loaned  one- 
third  of  the  amount  and  Simon  and  Lyman  each  a  one- 
sixth.  Carpenter  did  not  advise  the  other  stockholders 
of  the  need  for  the  money  until  a  short  time  before  the 
loans  were  made.  The  loans  were  paid  on  September 
7,  1942,  without  interest.     (R.  31.) 

About  July  14,  1941,  taxpayer,  pursuant  to  a  resolu- 
tion adopted  by  its  board  of  directors  on  that  day,  filed 
an  application  with  the  Department  of  Investment  of 
the  State  of  California  for  permission  to  issue  1,500 
shares  of  its  stock  for  cash  to  its  incorporators,  and 
G.  C.  Jobson,  and  the  remainder  of  its  stock  when  au- 
thorized by  its  board  of  directors.  (R.  31.)  The  appli- 
cation recited  that  taxpayer  proposed  to  borrow  from 
the  stockholders  or  incorporators  an  additional  amount 
sufficient  to  complete  the  building  and  equip  it  for  the 
operation  of  a  restaurant.  (R.  31-32.)  At  the  same 
meeting,  Carpenter  was  elected  president  and  Simon 
vice  president  of  taxpayer.  On  July  17, 1941,  the  Com- 
missioner of  Corporations  authorized  taxpayer  to  sell 
to  the  individuals  named  in  its  application  for  cash,  at 
par,  not  to  exceed  7,500  shares  of  its  stock.    (R.  32.) 

At  a  meeting  of  the  board  of  directors  of  taxpayer, 
the  membership  of  which  included  the  four  incorpo- 
rators, on  November  13, 1941,  a  resolution  was  adopted, 
in  accordance  with  an  agreement  reached  at  an  informal 
meeting  the  previous  day,  to  issue  to  the  incorporators 
for  advances  made  by  them  promissory  notes,  totaling 
$25,000,  maturing  in  two  years  with  interest  at  the  rate 
of  6  percent  per  annum,  payable  quarterly,  and  stock, 
totaling  $30,000,  as  follows  (R.  32)  : 


Carpenter 

McDonnell 

Simon 

Lyman 

stock 

$10,000.00 

$10,000.00 

$5,000.00 

$5,000.00 

Notes 

8,333.34 

8,333.33 

4,166.67 

4,166.66 

The  stock  and  notes  authorized  by  the  resolution  were 
issued  under  date  of  November  13,  1941,  and  were  de- 
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livered  by  December  5,  1941.  In  case  of  default  in  the 
payment  of  interest,  the  notes  were  to  be  immediately 
due  and  payable  at  the  option  of  the  holder.  On  Novem- 
ber 25, 1941,  50  shares  each  of  the  stock  issued  to  Simon 
and  Lyman  were  transferred  to  Joseph  Lardemar,  in 
accordance  with  a  gift  made  of  the  stock  prior  to  No- 
vember 13, 1941. '  (R.32.) 

Carpenter  expected  the  notes  to  be  paid  if  taxpayer 
had  funds  for  that  purpose.  (R.  32.)  Simon  expected 
the  notes  to  be  paid  out  of  current  earnings  and  would 
not  have  insisted  upon  payment  if  payment  would  have 
caused  financial  hardship  to  taxpayer.     (R.  32-33.) 

Amounts,  totaling  $3,055.86,  were  paid  to  the  note- 
holders on  December  1943,  as  interest  on  the  notes  to 
November  30,  1943.  Like  payments,  aggregating 
$682.10,  were  paid  on  March  23,  1945.  The  amounts 
were  entered  on  the  books  of  taxpayer  as  a  charge  to  an 
account  under  the  name  of  ^^  Interest  Payable  Ac- 
crued," which  account  was  opened  in  February  or 
March  1943,  as  of  the  close  of  1942,  with  a  credit  to  the 
account  as  interest  accrued  on  the  notes  to  December  31, 
1942.  The  face  amount  of  the  notes  was  paid  in  full  by 
payments  of  $10,000  each,  on  April  21,  1943,  and  May 
23,  1944,  and  $5,000  on  March  23,  1945.  The  payment 
to  the  holder  of  each  note  was  in  proportion  to  his  hold- 
ings of  all  of  the  notes.    (R.  33.) 

In  October,  1941,  Carpenter  requested  a  certified 
public  accountant  to  outline  a  set  of  books  for  taxpay- 
er's bookkeeper  to  install  and  use.  After  receiving  the 
minutes  of  taxpayer,  the  accountant  prepared  a  list  of 
entries.  The  journal  entry  showed  that  taxpayer  was 
incorporated  with  a  capital  of  $75,000,  consisting  of 
7,500  shares  of  a  par  value  of  $10  each.  The  outline  of 
accounts  to  be  used  included  an  account  for  notes  pay- 
able. Carpenter  did  not  inform  the  accountant  tliat 
part  of  the  advances  made  by  the  incorporators  was  to 
be  treated  as  loans  to  the  corporation.    (R.  33.) 


9 

Taxpayer's  account  under  the  name  of  ^^ Capital 
Stock  Unissued''  contained  a  charge  of  $75,000  and  a 
credit  of  $55,000  on  December  31,  1941.  Its  account 
*^ Stock  Subscriptions  Receivable"  contained  at  that 
time  a  charge  of  $55,000  and  a  credit  for  the  same 
amount.  (R.  33-34.)  The  books  also  showed  capital 
stock  of  $75,000,  of  which  $55,000  was  set  aside  against 
an  account  under  the  name  of  ^'Cash  Special  $55,000." 
The  books  did  not,  on  December  31,  1941,  reflect  any 
notes  payable  to  stockholders.  Sometime  between  Jan- 
uary 15  and  March  7,  in  1942,  the  accountant  took  a  trial 
balance  from  taxpayer's  books  for  the  purpose  of  pre- 
paring taxpayer's  income  tax  returns  for  1941.  The 
balance  sheet  included  in  the  income  and  declared  value 
excess  profits  tax  return  listed  as  an  asset  capital  stock 
subscriptions  in  the  amount  of  $55,000  and  as  a  liability 
a  like  amount  for  capital  stock.  The  return  was  signed 
by  Carpenter,  as  president,  and  H.  B.  Carpenter,  Jr.,  as 
treasurer,  without  objection  to  the  return  as  prepared 
by  the  accountant  or  reading  the  return.  Taxpayer's 
president  was  aware  that  the  affidavit  he  signed  con- 
tained a  statement  that  the  return  was  correct.    (R.  34.) 

In  April  or  May,  1942,  taxpayer  employed  another 
accountant  to  examine  its  books.  The  accountant  had 
knowledge  that  the  stockholders  of  taxpayer  held  notes 
of  the  corporation.  He  ascertained  from  a  trial  balance 
taken  as  of  December  31,  1941,  that  the  books  did  not 
reflect  the  notes  issued  to  the  stockholders  under  the 
date  of  November  13, 1941,  and  erroneously  reflected  the 
capital  stock  outstanding.  (R.  34.)  After  discussing 
the  matter  ^vith  Carpenter  and  Simon,  the  accountant 
made  entries  in  the  books  to  reflect  notes  outstanding  of 
$25,000  and  capital  stock  outstanding  of  $30,000.  (R. 
34-35.)  While  the  accountant  was  preparing  taxpay- 
er's income  tax  return  for  1942,  he  ascertained  that  no 
amount  had  been  accrued  for  interest  on  the  notes.  An 
appropriate  account  was  then  opened  and  the  amount 
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of  $1,687.50  was  entered  therein  as  interest  accrued  on 
the  notes  to  the  close  of  1942.  Thereafter  interest  was 
accrued  on  the  notes  monthly.     (R.  35.) 

The  earned  surplus  account  of  taxpayer  discloses 
credit  balances  of  $2,468.16,  $9,740.40,  $17,980.01, 
$45,752.61,  $51,349.06,  and  $59,289.40  at  the  close  of  the 
years  1941  to  1946,  inclusive.  The  account  contains  no 
charge  for  dividends.     (R.  35.) 

Taxpayer's  president,  who  testified  at  the  hearing, 
was  at  an  undisclosed  time  indicted  in  a  Federal  Dis- 
trict Court  in  California  for  filing  false  and  fraudulent 
individual  returns  and  like  returns  for  a  firm  doing 
business  under  the  name  of  Carpenter's  Drive-In.  At 
the  trial.  Carpenter  entered  a  plea  of  nolo  contendere 
and  paid  a  fine,  imposed  by  the  court.  No  sentence  of 
imprisonment  was  imposed  by  the  court.    (R.  35.) 

In  its  returns  for  1942  and  1943  the  taxpayer  claimed 
$1,500  and  $1,443.26,  respectively,  as  deductions  for 
interest  on  the  notes  held  by  its  stockholders.  In  his 
determination  of  the  deficiencies  the  Commissioner  held 
that  the  amounts  were  not  deductible  under  Section  23 
(b)  of  the  Internal  Revenue  Code.    (R.  35.) 

The  Tax  Court  found  also  in  its  opinion  as  follows : 

The  general  plan  was  decided  upon  prior  to  any  busi- 
ness activity  of  taxpayer  and  was  intended  to  meet  capi- 
tal outlays  which  are  usually  paid  out  of  invested  capi- 
tal and/or  secured  indebtedness.  Similar  arrange- 
ments were  made  by  the  stockholders,  or  some  of  them, 
in  connection  with  other  corporations  formed  to  engage 
in  the  restaurant  business.  (R.  36.)  No  evidence  was 
offered  to  establish  that  the  individuals  were  lenders  of 
money  other  than  under  plans  such  as  the  one  here 
under  consideration.    (R.  36-37.) 

The  advances  here  have  few  of  the  usual  character- 
istics of  commercial  loans  entered  into  in  arm's  length 
transactions.    All  of  the  amounts  were  paid  in  to  pro- 
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vide  taxj^ayer  with  funds  to  start  business,  hence  all  of 
it  was  working  capital.  The  original  plan  was  to  take 
stock  and  notes  on  an  equal  basis  and  three  of  the  four 
interested  parties  estimated  that  an  expenditure  of 
about  $30,000  would  be  sufficient  to  open  the  restaurant 
for  business.  The  amount  of  $55,000  was  required  to 
place  the  restaurant  in  condition  to  commence  busi- 
ness, yet  there  was  no  agreement  to  advance  the  final 
$30,000  paid  in  until  November  12,  1941,  which  was  a 
week  after  the  restaurant  was  opened  for  business,  and 
until  then  no  final  agreement  was  reached  on  the  propor- 
tions of  the  advances  to  be  regarded  as  loans  and  for  the 
purchase  of  stock,  or  the  terms  of  the  loans.  The  plan 
finally  adopted  and  made  effective  on  the  division  of  the 
advances  between  stock  and  notes  was  not  in  accordance 
with  the  agreement  originally  entered  into,  which  dis- 
closes that  the  parties  were  at  all  times  in  a  position  to 
divide  the  advances  between  stock  and  notes  in  any  pro- 
portion. The  portion  regarded  as  a  loan  by  each  stock- 
holder was  in  direct  proportion  to  his  holding  of  stock. 
(R.  37.) 

Some  of  the  funds  were  advanced  as  early  as  May 
1941,  yet  no  interest  thereon  was  incurred  by  taxpayer 
prior  to  November  13,  1941.  In  the  meantime,  there 
was  no  agreement  on  when  interest  would  start,  the  rate 
of  interest,  or  an  agreement  with  taxpayer  on  when  the 
loans  would  mature,  contrary  to  the  manner  loans  are 
generally  made.    (  R.  38. ) 

The  notes  were  not  entered  in  the  books  until  April  or 
May  1942,  and  although  interest  was  payable  quarterly, 
none  was  accrued  on  the  books  until  1943  and  no  interest 
was  paid  until  December  1, 1943,  or  more  than  two  years 
after  the  notes  were  executed.  The  terms  of  the  instru- 
ments gave  to  the  holders  thereof  the  right  to  declare  the 
principal  and  interest  immediately  due  and  payable 
upon  default  in  the  payment  of  interest  when  due.  No 
evidence  was  offered  that  any  of  the  note  holders  exer- 
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cised  the  right.  The  final  payment  on  the  notes  was 
not  made  until  March  23,  1945,  or  more  than  sixteen 
months  after  maturity,  and  the  payment  made  each 
time  to  each  was  in  direct  proportion  to  his  holdings  of 
all  of  the  notes.  No  evidence  was  offered  to  show  any 
demand  for  payment  at  maturity.    (R.  38.) 

The  intent  of  the  parties  with  respect  to  a  part  of  the 
advances  as  bona  fide  loans,  is  reflected  in  testimony  of 
Simon,  who,  with  his  brother,  was  regarded  as  a  unit  in 
the  transaction,  and  Carpenter.  The  former  testified 
that  he  expected  the  note  to  be  paid  at  maturity,  but 
would  not  have  insisted  upon  payment  if  payment 
would  result  in  financial  hardship  to  taxpayer.  The  lat- 
ter did  not  expect  payment  unless  taxpayer  had  funds. 
It  is  apparent  from  the  testimony  that  they  did  not 
intend  to  assert  rights  of  a  bona  fide  lender;  instead 
regarded  the  amounts  as  being  subject  to  the  risks  of 
the  business  and  looked  to  repayment  out  of  corporate 
earnings.     (R.  39.) 

The  taxpayer  had  earned  surplus  of  about  $51,000  by 
the  close  of  1945,  or  double  the  amount  of  its  outstand- 
ing stock,  yet  paid  no  dividends  on  its  stock  during  that 
period,  which  strongly  indicates  that  the  stockholders 
looked  to  the  notes  for  income  on  their  investments  and 
a  partial  return  of  ca^Dital.    (R.  39.) 

SUMMARY   OF  ARGUMENT 

The  single  issue  presented  is  whether  certain  pay- 
ments made  by  taxpayer  to  its  incorporators  consti- 
tuted ''interest"  on  ''indebtedness"  and  were  deducti- 
ble under  Section  23  (b)  of  the  Internal  Revenue  Code. 
Prior  to  the  legislative  rejection  of  the  Dohson  rule, 
appellate  review  of  such  questions  was  foreclosed. 
Contrary  to  taxpayer's  contention  however,  the  statu- 
tory change  in  the  scope  of  this  Court's  reviewing 
powers  does  not  grant  taxpayer  a  de  novo  consideration 
of  the  evidence  and  issues,  for  the  function  of  weighing 
evidence,  drawing  inferences,  and  choosing  between 
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conflicting  inferences  is  that  of  the  Tax  Court.  The 
essential  problem  is  whether  a  bona  fide  creditor  rela- 
tionship existed  or,  stated  differently,  whether  the 
security  holders  actually  intended  to  assert  the  rights 
of  creditors.  The  precise  boundaries  of  this  Court's 
reviewing  power  are  not  significant  in  this  case  since 
the  evidence  overwhelmingly  supports  the  determina- 
tion of  the  Tax  Court  that  a  bona  fide  creditor  relation- 
ship was  not  established  but  rather  that  the  advances 
were  contributions  to  taxpayer's  capital.  The  incorpo- 
rators, having  received  notes  in  direct  proportion  to 
their  stock  holdings  in  a  closely  held  corporation,  were 
in  a  position  to  convert  a  portion  of  their  original  capi- 
tal investment  to  the  form  of  indebtedness  while  retain- 
ing the  same  relative  control  and  interest  in  the  manage- 
ment, the  assets  and  earnings  of  the  taxpayer.  Even 
after  the  advances  were  made  to  the  taxpayer,  the  in- 
corporators were  in  a  position  to  formally  divide  their 
investment  between  notes  and  stock  in  such  proportions 
as  they  desired.  When  the  sums  were  advanced  no 
maturity  date  was  fixed,  no  interest  rate  was  established 
and  the  amount  of  indebtedness  was  itself  not  fixed. 
The  books  of  the  taxpayer  treated  the  entire  advance- 
ment as  capital.  No  'interest"  was  accrued  on  the 
books  until  almost  two  years  after  the  purported 
*' loans"  and  no  ^ interest"  was  paid  or  apparently  de- 
manded until  1943,  despite  the  fact  that  the  notes  issued 
in  1941  called  for  quarterly  payments  of  'interest". 
The  notes  were  not  paid  until  sixteen  months  after  the 
recited  maturity  date  and  the  record  does  not  show  that 
any  prior  demand  for  payment  w^as  made.  The  interest 
and  notes  were  paid  out  of  earnings  and  constituted  the 
only  distributions  of  corporate  earnings  to  the  stock- 
holders though  ample  funds  were  available.  The  testi- 
mony of  the  incorporators  indicates  that  they  did  not 
intend  to  assert  the  rights  of  creditors  unless  the  f or- 
iunes  of  the  corporation  so  warranted. 
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ARGUMENT 


The  Tax  Court  Properly  Determined  That  Advances  Made  to 
Taxpayer  by  Its  Incorporators  Were  Contributions  to  Tax- 
payer's Capital  and  That  Purported  "Interest"  Payments 
Were  Not  Deductible  under  Section  23   (b) 

The  single  issue  here  presented  is  whether  taxpayer 
has  clearly  established  a  right  to  deduct  certain  corpo- 
rate pajTiients  as  ^ interest"  on  'indebtedness"  under 
Section  23  (b)  of  the  Internal  Revenue  Code,  supra 
(White  V.  United  States,  305  U.S.  281,  292 ;Deputy  v. 
du  Pont,  308  U.  S.  488,  493)  ;  or  whether  on  the  contrary 
the  Tax  Court  was  justified  in  holding  that  the  alleged 
indebtedness  was  in  reality  a  contribution  to  taxpayer's 
capital.  The  Commissioner  is  of  course  aware  of  the 
statutory  change  in  this  Court's  scope  of  review  of  such 
questions  and  of  the  legislative  rejection  of  the  rule  in 
Dobson  v.  Commissioner,  320  U.  S.  489,  discussed  at 
some  length  by  taxpayer.  (Br.  43-47.)  However  the 
rejection  of  the  Dobson  rule  which  precluded  appellate 
review  of  Tax  Court  determinations  on  such  questions 
as  that  now  presented  (John  Kelley  Co.  v.  Commis- 
sioner, 326  U.  S.  521),  does  not  entitle  the  taxpayer  to 
a  de  novo  consideration  of  the  case,  which  is  the  essence 
of  taxpayer's  contention.  Long  prior  to  the  emergence 
of  the  Dobson  rule  it  was  firmly  established  that  it  w^as 
the  province  of  the  Tax  Court  ''To  draw  inferences,  to 
weigh  the  evidence  and  to  declare  the  result  *  *  *". 
Ilelvering  v.  Nat,  Grocery  Co,,  304  U.  S.  282,  294 ;  Elm- 
hurst  Cemetery  Co,  v.  Commissioner,  300  U.  S.  37,  40. 
Equally  well  established  was  the  Tax  Court's  power  to 
"choose  between  conflicting  inferences".  Wilmington 
Co.  V.  Ilelvering,  316  U.  S.  164,  168.  At  any  rate,  such 
questions  as  to  whether  taxpayer's  incorporators  genu- 
inely intended  to  occupy  the  status  and  assert  the  rights 
of  creditors,  and  whether  they  intended  that  the  pur- 
ported "interest"  payments  be  dependent  upon  the 
fortunes  of  the  business  are  questions  of  pure  fact ;  and 
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the  Tax  Court's  determination  in  such  respects  may  be 
disturbed  only  if  clearly  erroneous.  Rule  52,  Rules  of 
Civil  Procedure;  Section  1141  (a)  of  the  Internal 
Revenue  Code,  as  amended  by  Section  36  of  the  Act  of 
June  25,  1948,  Public  Law  773,  80th  Cong.,  2d  Sess. 
Taxpayer's  position  is  all  the  more  extraordinary  in 
view  of  the  fact  that  taxpayer's  affirmative  case  was 
almost  entirely  dependent  upon  the  oral  testimony  of 
self-interested  witnesses  whose  credibility  was  very 
much  in  issue  and  whose  testimony,  in  the  light  of  the 
actual  course  of  events,  was  manifestly  subject  to  con- 
flicting inferences. 

At  the  outset  it  is  appropriate  to  consider  the  cir- 
cumstances under  which  the  orginal  advances  to  the 
corporation  were  made.  Where,  as  here,  the  total  work- 
ing capital  of  a  closely  held  corporation  is  advanced  by 
the  incorporators  who  receive/  not  only  stock  but  also 
^'promissory  notes"  in  direct  proportion  to  their  stock 
holdings,  the  transaction  must  be  subjected  to  close 
scrutiny  by  the  Commissioner  and  the  courts.  Jane- 
way  V.  Commissioner,  2  T.  C.  197,  affirmed,  147  F.  2d  602 
(C.  A.  2d).  In  each  case  the  fundamental  question  is 
whether  a  creditor  or  a  stockholder  relationship  exists ; 
and  where  the  incorporators  receive  both  stock  and 
''notes"  in  direct  proportion  to  their  respective  invest- 
ments, they  are  in  a  position  to  convert  what  is  in 
essence  a  portion  of  their  capital  contribution  to  the 
form  of  indebtedness  while  retaining  the  same  relative 
control  and  interest  in  the  management  and  in  the 
assets  and  earnings  of  the  corporation.  They  are,  in 
short,  in  a  position  to  formally  classify  as  interest  pay- 
ments sums  of  money  to  which  they  would  be  entitled 
as  stockholders  in  the  form  of  dividends.  The  Tax 
Court  did  not,  as  taxpayer  suggests  (Br.  21),  lay  down 
a  rule  of  law  that  stockholders  may  not  also  be  creditors 
of  a  corporation,  nor  did  the  Tax  Court  indicate  that 
the  fact  that  the  notes  and  stocks  were  proportionate 
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to  the  relative  investments  was  determinative.  The 
Tax  Court  was  however  entitled  to  consider  the  cir- 
cumstance in  view  of  the  oft  repeated  and  fundamental 
principle  that  in  the  field  of  taxation  the  primary  con- 
cern is  with  substance  and  reality  and  not  with  form. 
Helvering  v.  Lazarus  &  Co,,  308  U.  S.  252;  United 
States  V.  Joliet  &  Chicago  R.  Co.,  315  U.  S.  44.  In  con- 
sidering the  circumstances  surrounding  the  original 
investment  it  is  interesting  to  note  that  not  until  after 
a  substantial  portion  of  the  money  invested  was  ad- 
vanced to  the  corporation,  was  it  determined  how  much 
should  represent  indebtedness  and  how  much  capital 
contribution.  (R.  37.)  Apparently  it  was  originally 
agreed  that  the  investment  would  be  ^' split  *  *  *  up 
on  a  fifty-fifty  basis,  half  in  the  form  of  loans,  half  in 
the  form  of  capital  contribution".  (R.  28,  120.)  Mr. 
Carpenter,  taxpayer's  president,  testified  that  the  in- 
corporators ''couldn't  determine  the  amount  to  be 
issued  in  stock  or  the  amount  to  be  issued  in  notes" 
(R.  125)  ;  and,  as  the  Tax  Court  found  (R.  37),  the 
plan  finally  adopted  as  to  the  division  between  stocks 
and  notes  was  not  in  accordance  with  the  original 
plan.  The  taxpayer  in  its  brief  (p.  35)  explains  the 
variance  as  being  the  consequence  of  an  ''agreement 
by  the  individuals  to  waive  a  small  portion  of  their 
loans  and  to  accept  stock  in  lieu  thereof".  As  the  Tax 
Court  noted  (R.  37),  this  would  indicate  that  the  incor- 
porators were  at  all  times  in  a  position  to  divide  the 
advances  between  the  stock  and  notes  in  whatever  pro- 
portions they  deemed  advisable ;  and  this  would  hardly 
indicate  the  existence  of  a  bona  fide  creditor  relation- 
ship. On  the  contrary,  it  seems  manifest  that  the  ulti- 
mate division  between  stock  and  "notes"  was  formal- 
istic  and  without  substance.  Moreover,  it  is  apparent 
that  the  incorporators  were  committed  among  them- 
selves to  advance  the  necessary  capital  in  one  form  or 
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another;  and  when  this  be  considered  in  connection 
with  the  additional  fact  (R.  37)  that  the  entire  $55,000 
advanced  was  necessar}^  to  place  the  restaurant  in  con- 
dition to  commence  business,  it  is  reasonable  to  conclude 
that  the  entire  funds  supplied  by  the  incorporators  were 
subject  to  the  hazards  of  the  business  and  part  of  its 
capital  structure.  See  Green  Bay  &  W,  R,  Co,  v.  Com- 
missioner, 147  F.  2d  585,  587  (C.  A.  7th) .  The  fact  that 
no  receipts  were  given  the  incorporators,  that  no  in- 
terest w^as  ever  paid  or  accrued  even  belatedly  for  the 
period  between  the  time  the  funds  were  advanced  in 
May  1941  and  November  1941,  and  the  fact  that  the 
maturity  date,  the  rate  of  interest  and  indeed  the 
amount  of  ''indebtedness"  itself  w^ere  not  fixed  when 
the  purported  ''loans"  were  made  (R.  38),  cast  sub- 
stantial doubt  on  the  existence  of  a  bona  fide  creditor 
relationship. 

When  the  overwhelming  evidence  in  support  of  the 
Tax  Court's  determination  is  considered,  in  addition  to 
the  aforementioned  circumstances  surrounding  the 
original  investment,  it  is  manifest  that  inquiry  into  the 
precise  limits  of  this  Court's  review  is  not  material  in 
this  case.  Apart  from  the  testimony  of  the  incorpora- 
tors to  the  effect  that  they  intended  that  part  of  their 
investment  to  be  taken  in  the  form  of  loans,  and  the 
fact  that  "promissory  notes"  were  issued,  there  is  little 
in  the  record  to  support  the  contention  that  a  bona  fide 
creditor  relationshix)  existed.  That  the  nomenclature 
given  a  security  is  not  conclusive  has  long  been  estab- 
lished. Commissioner  v.  Schmoll  Fils  Associated,  110 
P.  2d  611,  G13  (C.A.  2d),  It  is  significant  that  tax- 
payer's own  books  did  not  reflect  any  promissory  notes 
or  indebtedness  to  the  taxpayer's  incorporators.  On 
the  contrary  the  entire  $55,000  was  originally  listed  as 
"Stock  Subscriptions  Receivable."  The  books  showed 
a  total  capital  stock  of  $75,000  and  no  corporate  indebt- 
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cdness  to  the  stockholders.  Moreover  some  time  prior 
to  March  7, 1942,  taxpayer's  accountant  took  a  trial  bal- 
ance from  taxpayer's  books  for  the  purpose  of  prepar- 
ing taxjDayer 's  income  tax  return,  and  the  balance  sheets 
included  in  the  income  and  declared  value  excess  profits 
tax  return  listed  as  an  asset  capital  stock  in  the  amount 
of  $55,000.  This  return  was  signed  by  taxpayer's  presi- 
dent. (R.  34,  102-104;  Joint  Ex.  8H.)  Sometime  sub- 
sequently a  line  was  drawn  through  the  55  on  taxpayer's 
books  and  this  was  changed  to  30.  A  corresponding  ''note 
account"  was  then  set  up.  (R.  160,  210.)  No  satisfac- 
tory explanation  was  offered  as  to  the  listing  of  the 
entire  $55,000  as  a  capital  stock  subscription.  The 
initials  of  taxpayer's  bookkeeper  were  entered  in  the 
books.  (R.  178.)  No  error  on  the  part  of  the  book- 
keeper or  the  accountant,  Mr.  Whittaker,  was  proved. 
If  an  error  existed  it  seems  clear  that  it  was  in  the  form 
and  not  in  the  substance  of  the  corporate  structure. 

Still  more  important  is  the  fact  that  although  the 
''promissory  notes"  issued  in  1941  provided  for  quar- 
terly payments  of  "interest",  no  interest  was  even  ac- 
crued on  taxpayer's  books  until  February  or  March 
1943,  and  the  first  entry  was  dated  back  to  December  31, 
1942.  (R.  214.)  Moreover  no  "interest"  was  in  fact 
paid  until  November  or  December  1943,  nor  is  there 
any  evidence  that  prior  demand  for  an  "interest"  pay- 
ment was  ever  made.  (R.  38,  215.)  When  taxpayer's 
president  was  asked  why  no  prior  "interest"  payments 
were  made  he  replied  "carelessness".  (R.  141.)  It  is 
submitted  that  although  such  a  reason  might  possibly 
have  satisfied  the  corporation's  stockholders,  it  would 
not  have  been  satisfactory  to  a  bona  fide  creditor.  One 
of  the  fundamental  characteristics  of  a  creditor  is  the 
right  to  receive  interest  regardless  of  the  fortunes  of 
the  business.  Commissioner  v.  Meridian  c&  Thirteenth 
E.  Co.,  132  F.  2d  182  (C.A.  7th). 
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Another  of  the  essential  attributes  of  a  creditor's 
obligation  is  a  fixed  date  for  the  payment  of  the  obliga- 
tion. Haffenreffer  Brewing  Co.  v.  Commissioner,  116 
P.  2d  465  (C.A.  1st),  certiorari  denied,  313  U.  S.  567; 
Commissioner  v.  O,  P,  P.  Holding  Corp.,  76  F.  2d  11 
(C.A.  2d).  On  the  other  hand  the  mere  recitation  of  a 
maturity  date  in  a  security,  especially  where  issued  by  a 
closely  held  corporation  to  its  stockholders  does  not  es- 
tablish the  fact  that  the  parties  actually  intended  pay- 
ment of '  ^  a  definite  sum  at  a  fixed  time ' '.  Commissioner 
V.  O.  P.  P.  Holding  Corp.,  supra,  p.  12.  In  the  instant 
case  the  final  payment  of  the  notes  was  not  made  until 
May  23,  1945,  or  more  than  sixteen  months  after  the 
maturity  date  recited  in  the  notes.  (R.  38, 139.)  There 
is  no  evidence  in  the  record  to  indicate  that  timely  pay- 
ment of  the  principal  was  ever  demanded  or  that  the 
holders  of  the  '^notes''  had  ever  exercised  the  right 
given  of  declaring  the  principal  and  interest  immedi- 
ately due  and  payable  upon  default  of  the  interest.  (R. 
38.)  Again  it  is  submitted  that  if  the  relationship 
was  actually  one  of  creditor  and  debtor,  the  creditors 
would  not  have  been  so  lax  in  enforcing  their  rights  and 
protecting  their  investment.  The  only  reasonable  con- 
clusion to  be  drawn  from  the  conduct  of  the  parties  is 
that  it  was  never  intended  to  assert  the  right  to  demand 
from  the  corporation  a  fixed  amount  on  a  fixed  date  in 
payment  of  the  obligation,  but  rather  that  it  was  in- 
tended to  recover  this  portion  of  the  capital  investment 
when  and  if  the  fortunes  of  the  business  warranted.  It 
is  interesting  to  note  the  observation  of  the  Tax  Court 
(R.  38-39)  that  an  additional  $10,000  borrowed  from  the 
stockholders  in  1942  was  repaid  the  same  year,  or  fifteen 
months  prior  to  the  first  'interest"  payment  on  the 
^^notes"  (R.  196).  This  variance  in  treatment  would 
seem  to  highlight  the  distinction  between  the  original 
advances  evidenced  by  the  ''notes''  and  actually  a  part 
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of  the  necessary  capital  of  the  corporation,  and  the  sub- 
sequent loan  to  the  corporation  by  its  stockholders  to 
meet  the  temporary  needs  of  the  business.  Moreover, 
as  the  lower  court  observed  (R.  39),  since  no  addi- 
tional capital  came  into  the  business,  the  '^notes''  and 
the  ^'interest"  were  in  fact  paid  out  of  the  revenue  of 
the  business.  Since  the  taxpayer  admittedly  had  an 
earned  surplus  of  $51,000  by  the  close  of  1945,  which  was 
double  the  amount  of  its  outstanding  stock  and  yet  paid 
no  dividends  on  its  stock  during  that  period  (R.  39),  the 
Tax  Court  was  justified  in  inferring  that  the  stock- 
holders looked  to  the  notes  for  income  on  their  invest- 
ments and  a  partial  return  of  capital. 

As  stated  in  Commissioner  v.  Meridian  &  Thirteenth 
R.  Co.,  supra,  p.  186,  ^Hhe  essential  difference  between 
a  creditor  and  a  stockholder  is  that  the  latter  intends  to 
make  an  investment  and  take  the  risks  of  the  venture, 
while  the  former  seeks  a  definite  obligation,  payable  in 
any  event".  The  Tax  Court  concluded  here  that  the  in- 
corporators did  not  intend  to  assert  the  rights  of  bona 
fide  creditors,  that  the  advances  were  intended  to  be  sub- 
ject to  the  risks  of  the  business  and  that  the  incorpora- 
tors expected  to  be  repaid  in  full  for  the  monies  ad- 
vanced in  the  form  of  loans  only  if  the  taxpayer  had 
sufficient  earnings  to  make  the  payments  without  finan- 
cial hardship.  (R.  39,  46.)  The  conclusions  are  sup- 
ported not  only  by  the  previously  discussed  evidence 
but  by  the  testimony  of  the  incorporators.  William 
Simon  admitted  on  cross  examination  that  he  would  not 
have  insisted  upon  payment  if  it  meant  a  financial  hard- 
ship to  the  business.  (R.  90.)  Mr.  Carpenter's  testi- 
mony (R.  149-150)  was  at  least  subject  to  the  inference 
that  he  expected  the  ^'notes''  to  be  repaid  only  if  tax- 
payer had  funds  available  (R.  32).  It  is  not  surprising 
that  the  witnesses  did  not  straightforwardly  testify  that 
they  expected  to  be  paid  only  out  of  earnings  and 
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profits ;  for  as  a  practical  matter  it  must  be  recognized 
that  the  testimony  was  subject  to  the  possibility  of 
being  colored  by  self-interest ;  and  it  was  for  the  trial 
court  to  choose  between  the  conflicting  inferences.  Tax- 
payer's  suggestion  (Br.  14)  that  the  oral  testimony  of 
Simon  was  the  only  evidence  before  the  Tax  Court  on 
the  question  of  intent  is  not  understandable  in  view  of 
the  overwhelming  evidence  previously  discussed  here 
and  carefully  considered  by  the  Tax  Court  as  bearing  on 
the  question  of  whether  a  creditor  or  a  stockholder  rela- 
tionship existed  in  connection  with  the  ^^ notes".  In 
seeking  to  explain  the  testimony  of  Simon  to  the  effect 
that  he  did  not  intend  to  press  his  claim  for  the  funds 
purportedly  ^'loaned"  if  it  meant  financial  hardship  to 
the  corporation,  taxpayer  suggests  (Br.  39)  that  this 
is  not  extraordinary  in  view  of  Simon's  proprietary 
interest.  This  position  can  hardly  aid  the  taxpayer's 
case.  It  is  the  contention  of  the  Commissioner  that  in 
advancing  the  sums  involved  to  the  corporation,  the  in- 
corporators intended  to  act  and  did  act  as  proprietors 
and  not  as  creditors.  Apparently  it  is  taxpayer's  posi- 
tion that  the  holders  of  the  ^ ^notes''  may  treat  them- 
selves as  creditors  for  taxation  purposes  but  conduct 
themselves  as  stockholders  in  regard  to  the  alleged 
^  loans''. 

Nor  is  taxpayer's  attack  on  the  Tax  Court's  findings 
and  conclusion  at  all  justified.  A  reading  of  the  formal 
findings  of  fact  and  the  opinion  suffices  to  demonstrate 
that  the  Tax  Court  gave  careful  consideration  to  all  the 
evidence  which  bore  on  the  real  nature  of  the  relation- 
ship between  the  incorporators  and  the  taxpayer,  and 
that  the  lower  court  thoroughly  understood  the  ap- 
IDlicable  legal  principles  and  correctly  applied  them. 
Taxpayer  apparently  assumes  that  there  are  a  few  fixed 
criteria  beyond  which  the  Tax  Court  may  not  look  in 
determining  whether  the  purported  creditor  relation- 
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ship  was  in  substance  a  stockholder  relationship.  More- 
over, taxpayer  completely  distorts  the  lower  court's 
findings  and  opinion  by  segregating  and  independently 
considering  each  sentence  of  the  findings  and  opinion 
out  of  context.  The  lack  of  merit  in  tax^iayer's  appeal 
becomes  patent  when  the  Court  considers  the  fact  that 
the  stockholders  received  ^'notes''  in  direct  proportion 
to  their  stocldioldings ;  that  they  were  apparently  in  a 
position  to  formally  divide  up  their  investment  between 
stock  and  notes  in  whatever  proportions  they  desired 
even  after  the  sums  were  advanced ;  that  w^hen  the  sums 
were  advanced  no  maturity  date  was  fixed,  no  interest 
rate  was  established,  and  indeed  the  amount  of  indebted- 
ness was  not  fixed;  that  the  books  of  the  corporation 
treated  the  entire  advancement  as  capital ;  that  no  inter- 
est was  accrued  on  the  books  until  almost  two  years 
after  the  alleged  ^4oans";  that  no  interest  was  paid  or 
apparently  demanded  until  1943,  despite  the  fact  that 
the  notes  issued  in  1941  called  for  quarterly  payments ; 
that  the  notes  were  not  in  fact  paid  until  sixteen  months 
after  the  recited  maturity  date,  nor  was  any  prior  de- 
mand apparently  made ;  that  the  interest  and  notes  were 
in  fact  paid  out  of  earnings  and  constituted  the  only 
distribution  of  corporate  earnings  to  the  stockholders 
though  ample  funds  were  available ;  and  that  the  hold- 
ers of  the  notes  obviously  did  not  intend  to  demand  pay- 
ment unless  the  fortunes  of  the  corporation  warranted. 
Taxj^ayer's  contention  that  the  Tax  Court's  findings 
do  not  support  its  conclusion  can  be  rationalized  only 
by  giving  to  the  findings  referred  to  a  meaning  obvi- 
ously not  intended  by  the  lower  court,  and  by  consider- 
ing the  specific  findings  out  of  context.  AVhen  the  Tax 
Court,  in  reciting  the  facts,  stated  that  it  was  originally 
intended  to  make  advances  for  stock  and  loans  on  an 
equal  basis,  and  that  it  was  intended  that  stock  be  issued 
for  half  and  notes  be  issued  for  the  remainder,  the  Tax 
Court  stated  what  is  conceded  by  all,  namely,  that  the 
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incorporators  intended  to  take  half  their  investment 
in  the  form  of  notes  and  half  in  the  form  of  stock. 
These  findings  certainly  did  not  signify  that  a  bona  fide 
creditor-debtor  relationship  was  established  or  in- 
tended. Indeed  the  Tax  Court  specifically  found  to  the 
contrary.    (R.  39.) 

CONCLUSION 

The  decision  of  the  Tax  Court  is  patently  justified 
and  indeed  required  by  the  facts  and  the  law  and  should 
be  sustained. 

Respectfully  submitted, 

Theron  Lamar  Caudle, 

Assistant  Attorney  General 
Ellis  N.  Slack, 
Sumner  M.  Redstone, 
Special  Assistants  to  the  Attorney  General 

March,  1949. 
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IN  THE 
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FOR  THE  NINTH  CIRCUIT 


WiLSHiRE  &  Western  Sandwiches,  Inc.,  a  corporation, 

Petitioner, 

vs. 

Commissioner  of  Internal  Revenue, 

Respondent. 


REPLY  BRIEF  OF  PETITIONER. 

Petition  to  Review  a  Decision  of  the  Tax   Court  of  the 
United  States 


In  his  brief,  respondent  twice  (Resp.  Br.  p.  22)  ac- 
cuses counsel  for  petitioner  of  distorting  the  lower  court's 
findings  by  considering  findings  out  of  context.  Peti- 
tioner considers  this  a  serious  matter  for  it  is  tantamount 
to  an  accusation  that  counsel  for  petitioner  are  attempt- 
ing to  deceive  this  Court  by  misstating  the  record.  For 
that  reason  petitioner  adverts  to  the  two  specific  instances 
given  by  respondent  (Resp.  Br.  p.  22)  of  the  so-called 
consideration  of  specific  findings  out  of  context. 

One  of  tlie  specific  findings  purportedly  considered  out 
of  context  was  the  finding  that  "the  original  intention 
was  to  make  advances  totalling  Thirty  Thousand  Dollars 
($30,000.(X))  for  stock  and  loans  on  an  equal  basis," 
which  was  treated  in  petitioner's  brief  at  page  15.  The 
other  specific  finding  purportedly  considered  (Resp.  Br.  p. 
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16)  out  of  context  was  the  finding  that  "at  the  time  the 
advances  prior  to  November  were  made,  the  individuals 
intended  that  stock  would  be  issued  for  one-half  thereof 
and  notes  for  the  remainder."  These  findings  were  dis- 
cussed by  petitioner  (Pet.  Br.  p.  15,  et  scq.)  to  support 
its  contention  that  the  Tax  Court's  Conclusion  of  Law 
was  not  supported  by  its  Findings  of  Fact. 

An  examination  of  the  formal  Findings  of  Fact  with 
particular  reference  to  the  facts  above  quoted  reveal  that 
the  Tax  Court  chose  to  make  its  formal  Findings  of  Fact 
in  narrative  form.  After  reciting  the  historical  back- 
ground of  the  petitioner  [R.  p.  27]  it  proceeded  chronologi- 
cally to  a  point  in  April,  1941  [R.  p.  28]  the  time  of  the 
first  discussion  by  petitioner's  incorporators  of  "the  ques- 
tion of  financing  the  construction  of  the  restaurant  out 
of  advances  by  them  to  Petitioner  for  the  purchase  of  its 
stock  and  as  loans."  [R.  p.  28.]  Immediately  thereafter 
the  Court  recited  the  quoted  finding  concerning  the  orig- 
inal intention.  Immediately  following  that  finding  the 
Court  proceeded  to  elaborate  upon  what  it  felt  to  be  the 
desires  of  the  individual  incorporators,  by  pointing  out 
that  these  individuals  wished  to  participate  in  part  with 
general  creditors  if  the  business  were  not  successful,  that 
they  regarded  a  loan  to  be  a  better  investment  than  stock 
for  the  purpose  of  obtaining  returns  and  repayment  of 
capital,  that  they  discussed  the  question  of  borrowing 
from  the  bank  and  decided  that  they  preferred  to  receive 
the  interest  individually,  that  they  discussed  the  tax  bene- 
fits, that  Simon  and  Lyman  considered  their  "contemplated 
loan  to  be  safe"  that  the  same  individuals  had  entered 
into  similar  transactions  for  the  same  reasons  with  re- 
spect lo  other  corporations  and  with  the  exception  of 
two  occasions,  "the  notes  received  for  loans  were  in  pro- 
portion to  tlie  stock  received."    (Italics  ours.)    [R.  pp.  28- 
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29.]  In  the  next  paragraph  the  Court  proceeds  to  talk 
about  the  negotiation  by  Simon  for  a  lease  for  the  prem- 
ises, a  subject  which  it  is  submitted,  there  is  no  reason 
to  treat  in  discussing  the  original  intention  of  the  parties. 

After  discussing  the  foregoing  lease  negotiations  and 
still  proceeding  in  narrative  chronological  order,  the  Court 
next  makes  findings  concerning  the  estimates  of  costs  of 
improvements  [R.  p.  29],  and  the  fact  that  in  June  bids 
were  solicited  and  in  July  a  contract  was  made  for  the 
construction  of  the  building.  [R.  p.  30.]  The  Tax  Court 
then  made  findings  [R.  p.  30]  concerning  the  payments 
by  the  incorporators  to  petitioner  and  after  pointing  out 
that  the  payments  made  in  November  were  agreed  upon 
in  November,  the  Court  stated  as  a  portion  of  its  formal 
Findings  of  Fact  that  ''at  the  time  the  advances  prior  to 
November  were  made,  the  individuals  intended  that  stock 
would  be  issued  for  one-half  thereof  and  notes  for  the 
remainder.  No  receipts  were  given  by  petitioner  for  the 
advances."  [R.  p.  30.  J  Immediately  thereafter  in  its 
narrative  findings,  the  Court  states  the  use  to  which  this 
money  was  put.    [R.  pp.  30  and  31.] 

Apparently  respondent  exjDects  that  all  of  the  formal 
findings  of  the  Tax  Court  must  be  recited  on  each  and 
every  occasion  petitioner  desires  to  point  out  to  this  Court 
that  the  trial  court  found  a  particular  fact  to  be  true. 
Petitioner,  on  the  other  hand,  does  not  see  how  its  failure 
to  touch  on  Simon's  negotiations  for  a  lease  in  connection 
with  its  reference  to  and  reliance  upon  the  finding  con- 
cerning the  original  intention  of  the  parties  can  possibly 
place  upon  the  quoted  sentence  a  meaning  dififerent  from 
that  which  the  sentence  itself  evidences.  Nor  does  peti- 
tioner see  how  its  failure  to  mention  the  fact  that  monies 
were  used  for  the  costs  of  preparing  plans  and  specifica- 


tions  and  for  the  building  and  for  building  costs,  and  so 
forth  can  possibly  alter  the  meaning  of  the  Tax  Court's 
language  that  ''at  the  time  the  advances  prior  to  No- 
vember were  made  the  individuals  intended  that  stock 
would  be  issued  for  one-half  thereof  and  notes  for  the 
remainder." 

In  discussing  these  formal  Findings  of  Fact,  to  which 
he  diffidently  refers  as  'Veciting  the  facts"  (Resp.  Br.  p. 
22)  respondent  avers  that  ''the  Tax  Court  stated  what 
is  conceded  by  all,  namely,  that  the  incorporators  intended 
to  take  half  their  investment  in  the  form  of  notes  and 
half  in  the  form  of  stock"  (italics  ours).  The  truth  of 
the  matter  is  that  nowhere  in  the  entire  formal  Findings 
of  Fact  does  the  Tax  Court  use  the  word  ''form,"  or  the 
phrase  "form  of  notes"  or  "form  of  stock."  If,  in  its 
formal  Findings  of  Fact,  the  Tax  Court  meant  to  find 
that  the  original  intention  was  not  to  make  advances 
totalling  $30,000.00  for  stock  and  loans  on  an  equal  basis, 
but  was  to  contribute  $30,000.00  to  capital  while  pretend- 
ing to  loan  one-half  thereof,  the  Court  did  so  in  a  man- 
ner both  curious  and  ambigvious.  Petitioner  is  not  pre- 
pared to  join  respondent  in  reading  into  the  formal  Find- 
ings of  Fact  words  which  the  Tax  Court  did  not  itself 
see  fit  to  furnish. 

Apart  from  respondent's  attack  upon  petitioner's  treat- 
ment of  the  record,  respondent's  position,  as  revealed 
by  his  brief,  is  elusive  and  difficult  to  pin  down.  It  is  a 
curious  thing  that  although  respondent's  claim  against  the 
petitioner  for  additional  income  taxes  has  progressed 
through  the  administrative  stages  of  respondent's  office, 
through  a  trial  in  the  Tax  Court  and  after  that  trial 
and  the  Findings  of  Fact  and  Opinion  and  Judgment  to 
a   stage   in   the   appeal   beyond   the  filing   of   respondent's 
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brief,  petitioner  still  remains  uninformed  as  to  the  precise 
reason  for  respondent's  refusal  to  treat  a  portion  of  the 
advances  to  petitioner  by  its  incorporators  as  an  indebted- 
ness. This  refusal  might  stem  from  either  of  two  con- 
tentions of  respondent:  First,  that  the  notes  received  by 
said  incorporators  were  mere  pieces  of  paper,  never  in- 
tended to  have  legal  effect,  or  second,  that  although  peti- 
tioner was  genuinely  obligated  to  the  individuals  over  and 
above  the  obligation  of  a  corporation  to  the  owners  of 
its  stock,  such  genuine  non-stock  obligation  is  so  hedged 
with  attributes  of  a  corporation-stockholder  relationship 
that  it  may  not  be  treated  as  an  indebtedness  within  the 
meaning  of  Section  23(b)  of  the  Internal  Revenue  Code. 
Either  of  the  foregoing  alternatives  might  be  covered  by 
the  general  statement  used  both  by  the  Tax  Court  [R.  p. 
40]  and  respondent  (Resp.  Br.  p.  16)  that  in  tax  matters 
the  concern  is  with  substance  and  reality  and  not  with 
form.  And  either  might  be  covered  by  the  statement,  also 
used  by  the  Tax  Court  [R.  p.  39]  and  by  the  respondent 
(Resp.  Br.  p.  20)  that  a  bona  fide  creditor  relationship 
did  not  exist. 

In  his  argument,  respondent  confuses  a  discussion  of 
sham  transactions  with  a  discussion  of  the  hybrid  obliga- 
tion types  of  cases.  Thus,  at  page  17  (Resp.  Br.)  respond- 
ent cites  Green  Bay  &  W .  R.  Co.  v.  Commissioner,  147 
F.  2d  585,  587  (C.  C.  A.  7th,  1945),  a  case  where  the 
Court  had  to  decide  whether  debentures,  the  terms  of 
which  failed  to  provide  for  a  fixed  maturity  date,  and  pro- 
vided for  non-cumulative  dividends  payable  only  in  the 
discretion  of  the  board  of  directors,  constituted  an  in- 
debtedness within  the  meaning  of  Section  23 (b).  No  ques- 
tion was  there  involved  as  to  the  genuineness  of  the 
debenture  instruments  or  as  to  the  rights  of  the  holders 
of  those  instruments  to  enforce  the  rights  actually  given 


them  under  the  terms  thereof.    The  question  was  simply 
one  of  classification. 

On  the  same  pag-e  (Resp.  Br.  p.  17),  respondent  cites 
Commissioner  v.  Schmoll  Fils  Associated,  110  F.  2d  611 
(C.  C.  A.  2d,  1940).  That  too,  was  a  case  where  the 
genuineness  of  the  instrument  was  not  in  question.  The 
Court  was  simply  concerned  with  the  problem  of  whether 
or  not  the  instrument,  called  a  debenture,  more  nearly  re- 
sembled preferred  stock  than  an  indebtedness  in  view  of 
the  provisions  of  the  instrument  itself.  There  the  instru- 
ment provided  that  so-called  interest  should  be  paid  ex- 
clusively from  profits,  that  the  debentures  be  subordinated 
to  the  rights  of  bank  creditors  and  the  instrument  pro- 
vided no  maturity  date  at  which  the  principal  amount 
stated  therein  was  to  be  paid.  A  similar  type  of  case  is 
Commissioner  v.  Meridian  &  Thirteenth  Realty  Co.,  132 
F.  2d  182  (C.  C.  A.  7th,  1942),  cited  by  respondent. 
(Resp,  Br.  p.  18.) 

In  the  instant  case,  however,  the  instrument  evidencing 
the  indebtedness  is  a  negotiable  promissory  note  in  ordi- 
nary form.  If  those  notes  are  genuine,  there  cannot  pos- 
sibly be  any  problem  of  classification.  True  it  is  in  this 
case  that  between  April  1941  and  November  1941,  the 
indebtedness  which  existed  was  not  evidenced  by  a  promis- 
sory note  and  neither  the  rate  of  interest,  the  maturity 
date,  nor  other  provisions  of  the  terms  of  the  loan  had 
been  determined.  If  interest  paid  pursuant  to  such  loans 
were  here  involved,  petitioner  submits  that  in  the  absence 
of  contract  the  law  of  the  State  of  California  would  im- 
pose the  omitted  terms  and  the  loan  would  be  repayable 
upon  demand,  interest  would  be  paid  at  the  legal  rate 
fCal.  Civil  Code,  Section   1914).*    However,  even  if  the 


^See  Appendix. 
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loan,  as  it  existed  in  this  case  between  May  and  Novem- 
ber, 1941,  was  deemed  to  be  an  obligation  which,  though 
genuine,  was  lacking  in  all  the  necessary  ingredients  of 
''indebtedness,"  the  conversion  of  that  obligation  into 
promissory  notes  duly  issued  in  November,  1941,  would 
still  require  the  conclusion  that  the  obligations  of  the 
promissory  notes  were  genuine  indebtedness.  See  John 
Kelly  Co.  v.  Commissioner,  326  U.  S.  521,  90  L.  Ed.  279 
(1946) ;  Toledo  Blade  Company,  11  T.  C.  No.  128  (1948), 
C.  C.  H.  Dec.  16,736;  Cleveland  Adolph  Mayer  Realty 
Corp.,  6  T.  C.  730  (1946),  rev.  in  part  on  other  grounds 
160  F.  2d  1012  (C.  C.  A.  6th,  1947);  Clyde  Bacon,  Inc., 
4  T.  C.  1107  (1945),  where  in  each  case  the  obligation  or 
instrument  which  was  converted  into  an  indebtedness  was 
so  converted  in  consideration  of  the  cancellation  of  what 
was  clearly  and  expressly  a  stock  obligation. 

It  follows,  therefore,  that  the  single  issue  presented  in 
the  case  can  be  answered  only  by  determining  whether  the 
promissory  notes  issued  by  petitioner  were  genuine  or 
were  sham.  In  looking  to  the  arguments  raised  by  re- 
spondent, petitioner  proposes  to  do  so  only  to  the  extent 
that  they  tend  to  derogate  from  or  support  the  genuiness 
of  the  promissory  notes. 

Respondent's  first  point  seems  to  be  that  the  promissory 
notes  wTre  issued  to  the  creditors  in  direct  proportion  to 
their  stock  holdings.  (Resp.  Br.  p.  15.)  As  a  result,  re- 
spondent points  out  that  the  stockholders  are  in  a  posi- 
tion at  will  to  apportion  monies  paid  to  the  company  be- 
tween stock  and  indebtedness.  Moreover,  respondent  main- 
tains that  the  ability  to  do  this  was  in  fact  utilized  be- 
cause the  plan  finally  adopted  of  the  division  between 
stock  and  notes  was  not  in  accordance  with  the  original 
plan  (Resp.  F3r.  p.  16.)  But  respondent  does  not  ex- 
plain  why   the   ability   to  change  and  the   fact   that   pur- 
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suant  to  that  ability  the  creditor-stockholders  did  change 
the  ratio  did  support  a  conclusion  that  the  change  was 
not  really  a  change  and  that  the  notes  were  not  genuine. 
In  John  Kelly  Co.  v.  Commissioner,  supra,  the  stockhold- 
ers converted  to  become  stockholder-creditors  and  the 
genuineness  of  the  debentures  there  issued  were  never 
questioned.  That  is  also  true  of  the  Cleveland  Adolph 
Mayer  case,  supra,  and  the  Clyde  Bacon  case,  supra.  True, 
in  the  Toledo  Blade  Company  case,  supra,  the  Commis- 
sioner contended  that  the  issuance  of  debentures  in  ex- 
change for  shares  of  stock  was  merely  a  sham  transac- 
tion but  the  Tax  Court  gave  short  shrift  to  that  conten- 
tion merely  by  looking  to  the  debentures  themselves,  un- 
disturbed by  the  fact  that  there  was  a  single  stockholder, 
stating  at  page  2420  (C.  C.  H.  Dec.   16,736)   that: 

''Whatever  may  be  said  of  the  reasons  underlying 
the  transaction  there  can  be  no  question  but  that  the 
debentures  themselves  were  genuine  and  evidenced 
legal  obligations  of  the  petitioner.  Under  their  terms 
the  debentures  were  absolute  as  to  the  payment  of 
both  principal  and  interest.  Had  they  been  issued  to 
a  non-proprietary  purchaser  for  value  there  could 
have  been  no  question  as  to  their  genuineness.  The 
fact  that  they  were  issued  to  the  petitioner's  sole 
stockholder  in  exchange  for  a  portion  of  the  interest 
represented  by  its  stockholdings  in  the  petitioner  does 
not  affect  their  vahdity." 

Respondent's  next  point  seems  to  be  the  fact  that  be- 
cause the  entire  $55,000.00  advanced  was  necessary  to 
place  the  restaurant  in  condition  to  commence  business, 
it  was  reasonable  for  the  Court  to  conclude  that  the  entire 
funds  supplied  by  the  incorporators  were  subject  to  the 
hazards  of  the  business  and  part  of  its  capital  structure. 
(Resp.   Br.   p.    17.)     Later,  on  page  20  of  his  brief,  re- 


spondent  makes  a  similar  point,  quoting  from  Commis- 
sioner V.  Meridian  &  Thirteenth  Realty  Co.,  132  F.  2d 
182  (C.  C.  A.  7th,  1942),  at  page  186,  to  the  effect  that 
''the  essential  difference  between  a  creditor  and  a  stock- 
holder IS  that  the  latter  intends  to  make  an  investment 
and  take  the  risks  of  the  venture,  while  the  former  seeks 
a  definite  obligation  payable  in  any  event."  Respondent's 
error  lies  in  his  misconception  of  the  nature  of  the  risk 
involved.  The  risk  which  distinguishes  stock  from  in- 
debtedness and  to  which  the  Meridian  &  Thirteenth  Realty 
Co,  case  referred  relates  to  the  different  legal  rights  given 
to  stockholders  on  the  one  hand  and  creditors  on  the 
other.  Certainly  stockholders  do  not  have  an  obligation 
from  their  corporation  which  is  payable  in  any  event 
whereas  creditors  do  have  such  an  obligation  from  their 
debtors.  The  obligation  to  be  repaid  in  any  event  did 
exist  in  favor  of  the  creditors  here  and  as  the  Court  found 
[R.  pp.  28-29],  was  one  of  the  very  reasons  the  creditor- 
stockholders  chose  to  contract  with  petitioner  in  the  man- 
ner in  which  they  did.  The  only  risk  to  which  the  amounts 
advanced  to  the  corporation  here  as  loans  were  subject 
were  economic  risks.  In  that  sense,  it  is  true  that  the 
entire  amount  was  subject  to  the  hazards  of  the  business. 
This  would  have  been  true  whether  the  monies  were  bor- 
rowed from  the  incorporators  or  from  the  bank.  When 
monies  are  borrowed  they  are  commingled  with  the  bor- 
rower's other  funds  and  normally  are  not  set  apart  by 
the  borrower  as  a  trust  fund.  The  borrower  presumably 
uses  the  funds  in  his  business  and  if  the  assets  acquired 
with  the  borrower's  own  funds  and  the  borrowed  funds 
become  consumed  without  replacement,  a  deficit  is  created 
and  the  borrower  becomes  insolvent.  Almost  every  bank- 
ruptcy case  is  an  illustration  of  how  creditors'  funds  are 
placed  at  the  risk  of  the  business. 
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The  case  of  Maloncy  v.  Spencer,  49-1  U.  S.  T.  C, 
lf9176,  Dec.  Feb.  11,  1949  (C.  A.  9th),  is  an  excellent 
example  of  a  case  where  a  lender,  who  also  happened  to 
be  the  sole  stockholder  of  two  companies  which  became 
insolvent,  found  that  the  loans  which  he  had  made  were 
placed  at  the  risks  of  the  business.  If  this  fact  tended 
to  support  a  conclusion  that  a  loan  evidenced  by  a  promis- 
sory note  is  not  genuine,  no  loan  which  is  unsecured  can 
be  said  to  be  a  genuine  loan  and  that,  of  course,  is  ob- 
viously absurd.  The  case  of  Green  Bay  &  W.  R.  Co.  v. 
Commissioner,  147  F.  2d  585  (C.  C.  A.  7th,  1945),  cited 
by  respondent  as  support  for  his  reasoning  in  this  regard 
was  the  case  in  which  the  genuineness  of  the  debenture 
bonds  therein  issued  was  not  in  question  but  the  problem 
was  one  of  classification.  Because  of  other  facts,  as  well 
as  the  fact  that  these  debenture  bonds  were  subordinated 
to  other  general  creditors  and  were,  therefore,  placed  at 
greater  risk  than  ordinary  loans,  the  Court  concluded  that 
the  debentures  were  more  akin  to  capital  stock  than  to 
indebtedness.  If  the  promissory  notes  here  involved  had 
been  placed  at  greater  risk  than  the  obligations  to  general 
creditors,  that  factor  might  have  weight  to  support  a 
conclusion  that  they  were  not  genuine,  although  even  such 
a  subsordination  was  considered  compatible  with  genuine 
indebtedness  in  Commissioner  v.  O.  P.  P.  Holding  Corp., 
76  F.  2d  11  (CCA.  2d,  1935).  However,  in  this  case 
there  \v^as  no  desire  to  have  these  notes  placed  at  greater 
risk  than  the  obligations  owing  other  creditors.  On  the 
contrary,  the  Court  expressly  found  that  ''the  individuals 
desired  to  be  in  a  position  to  participate  with  general 
creditors  for  part  of  their  investment  in  the  event  i^eti- 
tioner's  business  was  not  successful.''    [R.  p.  28.] 

Respondent  next  points  out  that  no  interest  was  ever 
paid  or  accrued  between  May  and  November,  1941,  as  well 
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as the  fact  that  the  maturity  date,  rate  of  interest  and  the 
amount  of  the  indebtedness  were  not  fixed  as  the  advances 
were  made.  Petitioner  has  amply  discussed  these  points 
in  its  opening  brief  (pp.  29-37)  and  mentions  the  point 
here  merely  for  the  purpose  of  continuity. 

In  the  next  paragraph  of  his  brief  (p.  17),  respondent, 
in  one  breath  and  one  paragraph  seems  to  be  making  several 
points.  In  his  first  sentence  he  discusses  the  scope  of  re- 
view. This  matter  has  been  amply  covered  by  petitioner 
in  its  opening  brief  (pp.  43-47).  He  next  makes  the  point 
that  ''apart  from  the  testimony  of  the  incorporators  to  the 
efifect  that  they  intended  that  part  of  their  investment 
to  be  taken  in  the  form  of  loans,  and  the  fact  that  'prom- 
issory notes'  were  issued,  there  is  little  in  the  record  to 
support  the  contention  that  a  bona  fide  creditor  relation- 
ship existed."  Petitioner  is  at  a  loss  to  understand  what 
more  respondent  requires  in  the  way  of  evidence.  There 
were,  after  all,  only  a  limited  number  of  advances  and 
notes.  In  effect,  respondent  asserts  that  the  Tax  Court 
was  justified  in  asserting  that  the  petitioner's  incorporators 
were  perjuring  themselves  simply  because  they  did  noth- 
ing more  than  testify  as  to  their  intent  fR.  pp.  65-66, 
138]  produce  the  notes  [Pet.  Ex.  19,  20,  21]  produce  the 
minutes  of  the  corporation  [Pet.  Ex.  12],  produce  the  ap- 
plication for  the  issuance  of  a  stock  permit  dated  July  14, 
1941  I  Ex.  4-D,  R.  p.  298]  wherein  they  announced,  under 
oath,  their  intention  to  have  the  corporation  borrow  money 
from  the  incorporators  and  adduced  the  testimony  of  their 
attorney.     |  R.  p]).  250-251.  | 

The  next  point  made  by  respondent  (Resp.  Br.  ]).  17) 
and  in  the  same  paragraph,  i.^  the  Tact  thai  originally  the 
taxpayer's    books    did    not    reflect    any    promissory    notes 
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or  indebtedness  to  the  taxpayer's  incorporators.  Petitioner 
has  amply  covered  this  subject  in  its  opening  brief.  (Pet. 
Br.  pp.  39-42.) 

Respondent  makes  a  similar  point  (Resp.  Br.  p.  18) 
with  respect  to  the  balance  sheet  included  in  the  income  tax 
return  for  the  year  1941.  While  it  is  true  that  this  return 
was  signed  by  petitioner's  president,  it  is  also  true,  as 
respondent's  witness,  Whittaker,  testified  [R.  p.  110]  that 
petitioner's  president  did  not  read  the  return.  Since  the 
question  of  the  incorporators'  intent  relates  to  their  state 
of  mind,  the  failure  to  show  the  indebtedness  upon  the  bal- 
ance sheet  contained  in  the  return  cannot  be  said  to  be  in- 
consistent with  Carpenter's  state  of  mind  where  Carpenter 
was  actually  ignorant  of  this  failure. 

Respondent's  next  new  point  (Resp.  Br.  p.  19)  relates 
to  the  requirement  of  a  maturity  date  for  an  indebtedness. 
Petitioner  concedes  that  an  essential  attribute  of  a  creditor's 
obligation  is  a  fixed  or  determinable  date  for  the  payment 
of  the  obligation.  But  in  this  case,  if  the  notes  were  genu- 
ine, there  was  a  fixed  maturity  date  fixed  at  two  years 
from  the  date  of  the  note.  Petitioner  submits  that  the 
test  of  genuineness  is  not  the  date  of  actual  payment.  A 
creditor  might  in  advance  intimate  his  intent  to  be  fair  or 
lenient  under  proper  circumstances  but  that  alone  would 
have  no  bearing  upon  his  rights.  The  nature  of  the  obli- 
gation is  determined  by  what  its  holder  has  a  right  to  do 
and  not  what  he  may  choose  to  do  under  given  circum- 
stances. 

Respondent's  next  point  concerns  the  creditor's  so-called 
laxity  in  enforcing  their  rights  and  protecting  their  invest- 
ment. (Resp.  Br.  p.  19.)  From  this  alleged  laxity,  re- 
spondent draws  the  conclusion  that  it  was  never  intended 
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to  assert  the  right  to  demand  from  the  corporation  a  fixed 
amount  on  a  fixed  date  in  payment  of  the  obHgation  but 
rather  that  it  was  intended  to  recover  this  portion  of  the 
capital  investment  when  and  if  the  fortunes  of  the  busi- 
ness warranted.  It  is  easy  to  submit  that  this  is  ''the  only 
reasonable  conclusion"  because  to  a  large  extent  reason- 
ableness is  a  matter  of  opinion.  Actually  in  this  case,  we 
find  and  the  Court  held  [R.  pp.  28  and  29]  that  the  in- 
corporators wished  to  be  in  a  position  to  demand  payment 
of  their  loans  after  a  limited  period  even  if  the  corpora- 
tion did  not  have  a  profit.  Therefore,  at  the  outset,  they 
were  concerned  with  their  right  to  demand  repayment  and 
in  November  of  1941  tixed  the  two  year  period  as  maturity 
date.  It  is  far  more  reasonable  to  assume  that  at  the  end 
of  the  two  years  they  acted  in  the  light  of  the  facts  as  they 
existed  at  that  time  rather  than  to  assume  that  at  the  out- 
set they  did  not  intend  to  have  the  right  to  demand  pay- 
ment at  the  maturity  date.  Respondent  speaks  as  if  banks 
never  renew  instruments  after  maturity;  yet  if  petitioner 
here  had  issued  renewal  notes  at  the  end  of  the  two  years, 
it  is  reasonable  to  suggest,  in  view  of  the  tenor  of  respond- 
ent's brief,  that  respondent  would  have  dismissed  this  act 
as  a  mere  formalistic  gesture.  Actually,  since  the  notes 
were  far  from  outlawed  at  the  time  they  were  ultimately 
repaid,  the  holders'  acts  in  failing  to  demand  renewal  notes 
from  the  corporation  which  they  controlled  does  not  reflect 
their  intent  at  the  time  they  made  the  advances  or  at  the 
time  of  the  issuance  of  the  notes. 
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Nor  does  the  fact  that  the  incorporators  hoped  and  ex- 
pected that  there  would  be  profits  in  the  business  detract 
from  their  intention  to  make  loans.  In  the  recent  case  of 
Maloney  v.  Spencer,  49-1  U.  S.  T.  C.  9176,  decided  Feb. 
11,  194^  (C.  A.  9th)  the  taxpayer  caused  to  be  incor- 
porated three  -corporations,  in  which  he  owned  all  of  the 
stock  other  than  the  qualifying  shares.  The  taxpayer  paid 
no  cash  for  his  stock  but  transferred  contracts  to  the  com- 
panies in  exchange  for  the  stock.  Although  he  attempted 
to  obtain  outside  loans  for  the  financing  of  the  corpora- 
tion's activities,  these  attempts  were  unsuccessful  and  as  a 
result  he  was  required  to  advance  considerable  sums  to  his 
corporations  continuous  over  a  period  of  three  years. 
The  opinion  in  the  case  does  not  reveal  any  demands  by  the 
taxpayer  upon  the  corporation  for  repayment  of  these  ad- 
vances. In  holding  that  the  advances  constituted  loans 
and  not  capital  contributions,  the  Court  pointed  out  that 

''the  liabilities  were  agreed  to  be  incurred  by  tax- 
payer in  the  expectancy  that  the  corporations  would 
be  successful  in  business  and  pay  ofT  the  obligations  to 
him.    .    .    ." 

There,  in  spite  of  the  fact  that  the  taxpayer  did  not  make 
demands  or  sue  his  corporations  for  recovery  of  the 
amounts  advanced,  the  Court  did  not  think  that  the  only 
reasonable  conclusion  to  be  drawn  from  the  taxpayer's 
failure  to  do  so  was  that  it  was  never  intended  by  the  tax- 
payer to  assert  the  right  to  demand  repayment  of  the  fixed 
amounts  at  a  fixed  time.  Nor  did  the  Court  think  it  fatal 
that  the  creditor  stockholder  there  hoped  and  expected  that 
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the  corporations  would  make  substantial  profits  and  thereby 
be  enabled  to  repay  the  advances. 

On  page  21  of  his  brief,  respondent  suggests  that  ''ap- 
parently it  is  taxpayer's  position  that  the  holders  of  the 
'notes'  may  treat  themselves  as  creditors  for  taxation  pur- 
poses but  conduct  themselves  as  stockholders  in  regard  to 
the  alleged  'loan'."  Obviously  that  is  not  petitioner's  posi- 
tion. Petitioner  simply  maintains  that  incorporators  have 
a  right,  if  they  choose,  to  lend  money  to  their  corporation, 
even  though  in  direct  proportion  to  their  stock  holdings. 
That  a  tax  advantage  from  such  a  situation  may  result 
does  not  derogate  from  that  right  any  more  than  the  fact 
that  other  legal  advantages  may  result.  Some  of  such 
other  legal  advantages  were  the  right  to  share  with  other 
general  creditors  in  the  e\  ent  of  failure  mentioned  by  the 
Court  [R.  pp.  28-29],  the  right  to  receive  repayment  of  the 
loans  unrestricted  by  California  Corporation  Code,  Section 
824*  or  the  right  of  any  given  minority  stockholder  to 
receive  repayment  unrestricted  by  the  will  of  his  majority 
co-stockholders.  It  is  petitioner's  position  that  when  a 
Court  views  the  subsequent  actions  of  such  a  creditor 
stockholder  for  the  purpose  of  determining  what  went  on 
in  his  mind  at  a  prior  date,  the  Court  cannot  properly 
weigh  those  actions  for  that  pur])ose  if  it  disregards  the 
fact  that  the  creditor  who  also  has  a  proprietary  interest 
will  fail  to  be  on  the  court  house  steps  with  a  Writ  of  At- 
tachment on  the  day  following  maturity. 


*See  Appendix. 
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In  summary,  respondent's  brief  does  nothing  to 
strengthen  the  weaknesses  in  the  Tax  Court's  opinion 
which  petitioner  has  heretofore  discussed  in  its  opening 
brief.  The  conclusion  of  the  Tax  Court  still  remains 
erroneous  and  its  decision  should  therefore  be  reversed  and 
judgment  entered  in  favor  of  the  petitioner. 

Respectfully  submitted, 

SwARTs,  Tannenbaum,  Ziffren  & 
Steinberg  and  Jacob  Shearer, 
Attorneys  for  Petitmier. 

David  Tannenbaum, 
Jacob  Shearer, 
Mitchell  Aaronson, 
Of  Counsel 
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APPENDIX. 

Civil  Code  of  California,  Sec.  1914.  Interest  on 
Loan.  Whenever  a  loan  of  money  is  made,  it  is  presumed 
to  be  made  upon  interest,  unless  it  is  otherwise  expressly 
stipulated  at  the  time  in  writing. 

California  Corporations  Code,  Sec.  824.  Unlaw- 
ful Purchase  of  Shares,  Declaration  of  Payment 
OF  Dividends,  or  Withdrawal  or  Distribution  of 
Assets.  Except  as  provided  in  this  division,  the  directors 
of  a  corporation  shall  not  authorize  or  ratify  the  purchase 
by  it  of  its  shares,  or  declare  or  pay  dividends,  or  authorize 
or  ratify  the  withdrawal  or  distribution  of  any  part  of  its 
assets  among  its  shareholders. 
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